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ORGANIZED SECURITIES EXCHANGES IN CANADA 


JAMEs E. WALTER AND J. PETER WILLIAMSON* 
Harvard University 


I. INTRODUCTION 


IT WOULD BE A MISTAKE to regard Canadian stock exchanges as 
equivalent to the regional exchanges in the United States, patterned 
after the New York Stock Exchange. Canada has its own system of 
organized securities exchanges peculiar to the Canadian economic 
and legal environment. Canadian exchanges, on the whole, service 
Canadian securities and, unlike many of the small exchanges in the 
United States, do not depend on New York listings for survival. 

Canadian exchanges serve as a market place for a great many 
unseasoned, speculative stocks. To one accustomed to the pattern in 
the United States, this is probably the most striking feature of these 
exchanges. Table 1 shows that approximately one-third of all issues 
traded on the two leading exchanges in Canada are priced below 
one dollar. This high proportion of low-priced issues stems partly 
from the fact that Canada is still in the resource-development stage 
and many companies are still raising substantial amounts of venture 
capital through characteristically low-priced stock offerings. The 
emphasis on low-priced issues is due, too, to the absence of a sub- 
stantial Canadian market in unlisted securities. The ability of the 
exchanges to pre-empt so much of the securities market is probably 
due in large part to the absence of national securities legislation. 
Provincial regulation leaves the exchanges reasonably free to modi- 
fy procedures to suit their own interests. 

The purpose of this paper is to examine and evaluate the exchange 
markets for Canadian securities. Despite their interesting setting 
and unique nature, Canadian exchanges have received little atten- 
tion in the literature. Some description of these exchanges is neces- 


* The assistance of Robert S. Custer, graduate student, is gratefully acknowledged. 
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sary, particularly by way of comparison with exchanges in the 
United States, before an evaluation may be made. The evaluation 
itself is directed to how well the Canadian exchanges serve inves- 
tors, with particular reference to the protection of investors. 

The primary sources of information used in this study are sum- 
maries of transactions for the various exchanges and correspondence 
with exchange officials. The data are sufficient to reveal the gen- 
eral characteristics of Canadian exchanges and to show their inter- 
relationship. The information obtained is not adequate to measure 
the contribution of Canadian exchanges to economic development. 


TABLE 1* 


PERCENTAGE DISTRIBUTIONS OF COMMON STOCKS BY SHARE PRICES, 
FOR FOUR SECURITIES EXCHANGES 
(Based on Share Highs for December, 1958) 


Per Cent oF Torta Issues in Eacu Price Crass 








New York American Toronto Montreal-Cana- 

Price CLAss Exchange Exchange Exchange dian Exchange 
Under $1. . 0.1 3.4 31.6 33.2 
$ 1-$ 5 2 21.9 17.9 3.7 
5— 10. 3.9 19.2 7.8 5.9 
10— 20 13.9 22.9 15.0 12.8 
20- 40.. 30.7 17.9 13.3 16.0 
40- 70.. 23.7 ia re 11.1 
70 and over. 26.4 7.4 6.7 4.0 
Total.... sii 100.0 100.0 100.0 100.0 
Issues traded. . . ee 860 1,127 656 

* Sources: Barron's, December 29, 1958; Year End Review (Toronto Exchange, December, 1958); and 

Statistical Summary, 1958 (Montreal-Canadian Exchange). 


It is nonetheless relevant that the facilities of Canadian exchanges 
are made available for the marketing of primary offerings of listed 
securities.’ This practice, confined largely to primary distributions 
of low-priced oil and mining shares, is not followed in the United 
States. 


II. STRUCTURE OF THE EXCHANGE IN CANADA 


Investors are properly concerned not only with the attributes of 
an investment itself but also with the nature of the market in which 
it is traded. The more the market for an issue is split up among 
several exchanges, the less likely it is that flows of buy and sell 


1. See, for example, W. Walter Cameron, “Securities Legislation, Administration and 
Marketing in the Province of Ontario, 1956,” Bulletin of Ontario Securities Commission, 
November, 1956, p. 24. When exchange facilities are used, procedures differ from ordinary 
underwritings primarily in that actual sales to the public take place on the floor of the 
exchange. 
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orders on any one exchange will be balanced. And if the interaction 
among the exchanges is slight, that is, if few orders are sent from 
one exchange to another and if there is little arbitraging, the multi- 
ple listing of securities is likely to promote price instability.” Sig- 
nificant aspects of multiexchange systems thus include the number 
of interexchange listings, the division of trading, the impact of in- 
terexchange listing upon the total volume of trading, the provisions 
for forwarding unmatched orders from one exchange to another, 
and other procedures of the individual exchanges. 

Canada—like the United States—has a multiexchange system, 
with trading concentrated primarily on two exchanges. Table 2 
shows that the Toronto and the Montreal-Canadian* exchanges ac- 
counted for over 97 per cent of dollar volume in Canada during 
1958, as compared with about 93 per cent of dollar volume in the 


TABLE 2* 


CONCENTRATION OF SHARE AND DOLLAR VOLUME ON STOCK 
EXCHANGES IN UNITED STATES AND CANADA, 1958 











CANADA UniTED STATES 
Dollar Share Dollar Share 
EXCHANGE Volume Volume Volume Volume 
ee ee 65.3% 81.7% 85.4% 71.3% 
Second largest..... 32.1 13.2 75 19.2 
All others......... 2.6 eS a 9.5 
a 100.0% 100.0% 100.0% 100.0% 


* Source: Financial Post, May 30, 1959. 


United States for the New York and American exchanges. Of the 
other three exchanges in Canada (Calgary, Vancouver, and Winni- 
peg), only Vancouver had a dollar volume greater than 1 per cent 
of the national total. 

Problems associated with market splitting in the United States 
are partly avoided by the complementary character of the two lead- 
ing exchanges. Shares are not traded jointly on the New York and 
American exchanges. Neither, as shown by Table 1, are the distribu- 
tions of share prices on these two exchanges at all similar. 

Regional exchanges in the United States, however, rely heavily 
upon interlistings. Well over two-thirds of their dollar volume is 

2. Multiple listing (or interlisting) is defined as the listing of any given security on 
two or more different exchanges. 


3. The Montreal and the Canadian exchanges are technically separate stock exchanges. 
Seasoned issues are generally listed on the Montreal and speculative shares on the Cana- 
dian Exchange. Administratively, however, the two are unified—the Canadian Exchange 
was originally the Montreal Curb—and trading volume is generally reported for the 
combination. 
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probably derived from issues also listed on the New York or Ameri- 
can Exchange. Although unimportant for listed securities as a group, 
market splitting is substantial in individual instances.* 

The two leading exchanges in Canada (if the Montreal-Canadian 
combination is regarded as a single exchange) compete rather than 
complement. All Canadian exchanges, in fact, list similar classes of 
securities, and there is substantial interlisting of securities among the 
exchanges. The parallels in price classes of securities are reflected 
in Table 1. The average share price for transactions in 1958 on all 
Canadian exchanges was $2.27, while the range of mean values was 
from $0.50 on the Calgary Exchange to $5.52 on the Montreal- 
Canadian Exchange. 


TABLE 3* 


RATIOS TO TOTAL LISTINGS ON VARIOUS EXCHANGES OF ISSUES 
JOINTLY TRADED ON TORONTO EXCHANGE AT END OF 1958 


Per Cent oF JorntLty Trapep to Totat Issues 


Tora Industrial Total 

IssuES and Miscel- Jointly 

EXCHANGE LISTED laneous Mining Oil Traded 
Montreal...... 315 ces 5 jcsecs 79.0 
Canadian...... 548 55.5 71.9 66.4 
Vancouver..... 282 81.1 50.0 64.4 67.4 
Calgary........ 163 47.1 20.0 42.9 42.3 
Winnipeg...... 78 47.9 36.7 43 .6 


* Sources: Year End Review (Toronto Stock Exchange, December, 1958); Statistical Sum- 
mary (Montreal-Canadian Stock Exchange, December, 1958); Oficial Yearly Summary for 1958 
Calgary Stock Exchange); Summary for the Year 1958 (Vancouver Stock Exchange); and 
Official Daily Quotation Sheet (Winnipeg Stock Exchange). 


With reference to the listing of individual securities by more than 
one exchange, Table 3 shows for each exchange in Canada (other 
than the Toronto Stock Exchange) the ratio of the number of issues 
listed on both that exchange and the Toronto Exchange to the total 
number listed. The weighted average of the Montreal and Canadian 
ratios is 71 per cent. The ratios for the other three exchanges are 
smaller. The percentages of industrial stocks which are multiply 
listed tend to exceed the percentages for mining and oil stocks, large- 
ly because there are more local mining and oil issues than local in- 
dustrial stocks.® 

To test the extent of market splitting in individual cases, a sample 

4. See J. E. Walter, The Role of Regional Security Exchanges (Berkeley: University 
of California Press, 1957), pp. 28-31. 


5. Interlisting between exchanges in Canada and the United States is discussed below 
under a separate heading. 
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of 124 leading issues traded on both the Toronto and the Montreal- 
Canadian Exchange was examined. Included were 48 Montreal in- 
dustrials, 15 Canadian industrials, and 61 Canadian mining and oil 
issues.° The 1957 share of the market obtained by the Montreal- 
Canadian Exchange for these issues is shown in Table 4. The indi- 
cation is that the Montreal listings, mostly relatively high-priced in- 
dustrials, are appreciably more subject to market splitting than are 
the more speculative Canadian-listed mining and oil shares. The 
Montreal market accounted for 30 per cent or more of total volume 
in three-fifths of the sample cases. The Canadian market, in con- 
trast, accounted for less than 5 per cent of total trading for three- 
fourths of the jointly traded mining and oil sample. 


TABLE 4* 


MONTREAL-CANADIAN EXCHANGE SHARE OF TRADING IN 
1957 IN 124 ISSUES ALSO LISTED ON TORONTO 
STOCK EXCHANGE 


RATIO OF MONTREAL NuMBER OF IssuES 

OR CANADIAN TRADING Canadian Exchange 

To ToTAL TRADING Montreal Indus- Mining 

(Per Cent) Exchange rials and Oil 
i: FOS EP Oe 2 6 46 
5-10.... ghee arene ai 3 1 7 
2 SRR eee 2 2 3 
are aoe 12 6 3 
' ee SPAS eras ; 14 2 
50 and over....... ne 15 - 
_ Sey 48 15 61 


* Sources: Year End Review (Toronto Stock Exchange, December, 1957); 
a Summary (Montreal-Canadian Stock Exchange, December, 

With respect to industrials, then, market splitting is significant, 
and it becomes important to investigate interaction among the ex- 
changes. Mining and oil stocks present less of a problem, largely 
because the Toronto Stock Exchange is the recognized central mar- 
ket place for speculative shares (apart from strictly local issues). 

The effect of market splitting is certainly offset to some extent 
by interaction among the Canadian exchanges. As in the United 
States, the larger brokerage houses tend to hold memberships on 
several exchanges. Forty-three of the 113 members of the Toronto 
Stock Exchange, for example, are members of either the Montreal 
or the Canadian Exchange. The fact that national brokerage houses 

6. Canadian exchanges loosely define industrials to encompass (1) all firms other than 


mining and oil companies and (2) all mining and oil firms which have achieved “in- 
vestment” status. 
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can ignore the problem of overlapping commissions encourages them 
to execute orders in the best market. Whether they actually do so 
depends on individual preferences and established routine. 

Officials of the Montreal-Canadian Exchange indicate that the 
choice of the exchange upon which to execute an order for an in- 
terlisted issue depends on market activity and the kind of order. 
Montreal brokers usually place limit orders in the Montreal market 
and check the Toronto market only if the order is unfilled. Market 
orders normally go to the best market, although the Montreal mar- 
ket will be checked first. Large orders tend to be divided between 
the two exchanges. 

For regional brokers, reluctance to place orders on a remote ex- 
change is somewhat diminished by commission sharing. Reciprocal 
agreements provide for discounts to non-member brokers of either 
one-third or one-half of standard commissions. The Toronto Ex- 
change, in addition, authorizes a flat reduction of one-half on in- 
terlisted mining and oil shares. Except for the Pacific Coast Ex- 
change (which grants a 25 per cent discount to non-members), no 
major exchange in the United States grants such concessions. 

The smaller exchanges naturally press for local execution of or- 
ders. The Vancouver Exchange goes so far as to maintain broadcast 
facilities on the exchange floor similar to those provided by the 
Pacific Coast and Midwest exchanges in the United States. Infor- 
mation about orders for which no apparent market exists is trans- 
mitted to member offices in the hope that a market will be found. 
Although the major portion of an order frequently must be sent 
East, Vancouver officials point to a notable rise in the number of 
“fills” made locally in recent years. 

It is difficult to draw quantitative conclusions as to the degree of 
interaction discussed above. The picture that emerges is one in 
which the placing of orders on different exchanges is governed by 
absorption ability and commission factors. National brokerage 
houses can ignore commission differentials; local brokers cannot. 
Order splitting appears to be a reasonably common phenomenon. 

Market splitting is only one factor affecting the continuity and 
stability of the exchange markets. The procedures set up by the 
exchanges themselves may have significant effects. In the United 
States, specialists carry a heavy responsibility for the maintenance 
of continuous and stable markets. Canadian exchanges do not make 
use of specialists. The Toronto Stock Exchange, for example, merely 
assigns issues to particular areas on the trading floor, and brokers 
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with orders to execute trade among themselves. After determining 
previous prices and sales, the trader shouts the name and price of 
the stock in question, in order to attract attention. Other traders 
gather and announce the prices at which they will buy or sell. The 
transaction is consummated when the best possible price is obtained. 

Members of the Toronto Stock Exchange do, of course, conduct 
a fair amount of trading for their firms’ own accounts, and this 
helps to provide a continuous market. The Toronto Exchange per- 
mits five floor traders per exchange seat, rather than the one per 
seat allowed by the New York Stock Exchange, and transactions on 
own account have been estimated by one member to run about 20 
per cent of total volume on busy days.” 

The introduction of specialists on the Toronto Stock Exchange 
has been proposed, primarily to relieve space congestion. The func- 
tion of these specialists would be the execution of odd-lot transac- 
tions and the matching of orders at specified prices. While specialists 
would be allowed to take positions, board lot orders at market would 
generally be left to the traders in a free auction market. 

In conclusion, the evidence indicates that market splitting of in- 
terlisted industrials is substantial in Canada and greater than in the 
United States. Whether the market for these securities is much in- 
ferior depends in part on the degree of interaction. And interaction 
appears at least significant. In the absence of specialists, the main- 
tenance of continuous and stable markets is left largely to the will- 
ingness of brokerage houses to balance the flow of customer orders 
by assuming positions. For speculative mining and oil issues, this 
is not surprising. Probably no broker could be expected to take the 
responsibility for such issues that is borne by a specialist on the 
New York Stock Exchange. For industrials, however, the exchanges 
in Canada are likely to be much less attractive from the standpoint 
of stability and continuity than the leading exchanges in the United 
States. 


III. ExcHANGE PERFORMANCE 


With respect to the actual behavior of the exchange markets, the 
most obvious feature is the high volume sustained by the Toronto 
and Montreal-Canadian exchanges. In 1958 these two exchanges 
ranked second and fourth, respectively, in North America in terms 
of share volume and third and sixth in terms of dollar volume. Even 
more impressive is the total share turnover of 30 per cent registered 


7. “Merger of Exchanges Stirs Lively Debate,” Northern Miner, November 27, 1958. 
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in 1957 by the Toronto Stock Exchange.*® Corresponding ratios were 
16 per cent for the American Exchange and 12 per cent for the New 
York Exchange. 

The over-all figures are not, by themselves, assurance of con- 
tinuous and stable markets for individual issues. High total volume 
may be offset by trading concentrated in time or in particular is- 
sues. As shown by Table 5, market depth is far from uniform on the 
Toronto and Montreal-Canadian exchanges. Some 3.5 per cent of 
all Toronto listings accounted for nearly two-fifths of total volume 
in 1958.° Less than 7 per cent of the Montreal-Canadian listings 
accounted for over two-thirds of all transactions. Dollar volume 
reflects a similar pattern. For 74 leading Toronto listings it averaged 


TABLE 5* 


RATIOS TO TOTAL VOLUME OF TRADING IN MOST ACTIVE ISSUES 
‘TRADED ON TORONTO AND MONTREAL-CANADIAN 
EXCHANGES FOR 1958 


Ratio to Totat VoLuME oF TRADING IN 


EXCHANGE AND Top 10 Top 20 Top 30 Top 40 Top 60 
Security CLass Issues Issues Issues Issues Issues 
Toronto, all classes. . 18.5 26.3 32.7 37.9 
Montreal-Canadian 
Industrials....... 23.4 36.1 45.4 maha 63 .4 
Oil and mining... 33.3 31.0 61.0 aac 76.8 
All classes........ 28.6 e3ed Le ae 67.9 
* Sources: Year End Review (Toronto Stock Exchange, December, 1958); and Statistical 
Summary (Montreal-Canadian Stock Exchange, December, 1958). 


$14.6 million in 1957. For all other listings, the mean approximated 
$900,000 (or well under $4,000 per trading day). 

Share turnover, too, is widely dispersed. Table 6 shows that more 
than half a sample of 50 Toronto industrials showed 1957 turnover 
ratios of less than 5 per cent. The oil and mining issues performed 
better, in this respect, which is not surprising, since for the most 
part the oil and mining stocks form the speculative group. 

But so far as speculative stocks are concerned, high share turn- 
over may result from clustered trading rather than continuous mar- 
kets. To ascertain the ebb and flow of trading, samples of 54 in- 
dustrials and 47 oil and mining stocks were drawn from the Toronto 

8. Share Turnover is defined as the ratio of annual sales to total shares outstanding. 
As a measure of comparative marketability, share turnover makes allowance for the 
fact that the number of shares outstanding varies among companies. Since most Toronto 


listings are also traded on one or more of the other Canadian exchanges, the turnover 
for any one exchange understates total turnover. 


9. Trading concentration, it may be noted, surpasses that of either the New York 
or the American Exchange. 
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listings whose daily trading is reported in the Wall Street Journal. 
The sample issues accounted for about 31 per cent of total dollar 
volume on the Toronto Exchange in 1957. 

For the 20-day period commencing on June 16, 1958, during 
which the pattern of daily trading was examined, variations between 
the two groups occurred principally at the extremes. Well over half 
the industrials were traded every day, as contrasted with slightly 
under 40 per cent of the oil and mining stocks. About four-fifths of 
each sample were traded on 17 or more of the 20 days. The dis- 
persion about the individual averages of daily trading was somewhat 
greater for the oil and mining sample than for the industrial group. 

The ultimate test of a market, once the pattern of trading is es- 


TABLE 6* 


PERCENTAGE DISTRIBUTIONS OF COMBINED TURN- 
OVERS FOR 114 TORONTO LISTINGS DURING 1957 


SHARE TURNOVER Per Cent oF Tota. Issues 
(PER CENT) Industrial Oil Mining 
a Sere 54.0 12.5 3.6 
5- 10.. Lae 30.0 25.0 13.5 
10- 20... rom 10.0 43..5 26.7 
20- 30.... ! Zar 12.5 
30- 50... : 2.0 25.0 17.9 
Ds svai@ aia? - vadicuce 25.0 10.7 
70-100.... a ee ee 3.6 
ee 12.5 
a 100.0 100.0 100.0 
No. of Issues... .. 50 8 56 


* Source: Year End Review, December, 1957. 


tablished, is the behavior of stock prices. Ratios of yearly high to 
low price for 1957 and 1958, given in Table 7 for the sample of 114 
Toronto listings, indicate, as might be expected, that industrials with 
low share turnovers in general feature less price instability than do 
the more active oil and mining issues. Variations in the distributions 
between 1957 and 1958 reflect the fact that the market declined in 
1957 and rose in 1958; the upswing in 1958 was notable for indus- 
trials but very moderate for oil and mining stocks. 

In any event, the variability of share prices is appreciable for 
mining and oil stocks. The high price was more than double the low 
price for over 80 per cent of the mining and oil sample in 1957 and 
for more than half the sample in 1958. The instability of share 
prices, together with the high share turnovers and low share prices, 
suggests that this may be a fruitful area for market manipulation. 

From an over-all standpoint, the American Exchange exhibits 
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yearly fluctuations in share prices which approximate those for 
Toronto listings. Corresponding ratios for a sample of 101 American 
listings (each with an annual volume for 1957 in excess of 100,000 
shares)—as shown by Table 8—reveal even higher proportions of 
issues with yearly price movements in excess of 100 per cent than 
are exhibited in Table 7 for the Toronto listings. The comparison 


TABLE 7* 


RATIOS OF YEARLY HIGH TO LOW PRICES IN 1957 AND 1958 FoR 114 
TORONTO LISTINGS, GROUPED BY SHARE PRICE AND CATEGORY 
NuMBER oF IssvEs witH RATIOS OF YEARLY 
Hicn to Low Price BETWEEN 
3.0 and Tota Issues 


SHARE PRICE YEAR 1.0-1.5 1.5-2.0 2.0-3.0 Over 1957 1958 
Industrials: rs 
ee 1957 i 3 1 2 7 
1958 o 1 2 3 
ee me {1957 15 3 18 : 
\1958 9 9 2 1 21 
20 and over.... {1957 16 5 2 2 25 ee 
\1958 15 5 1 21 
All industrials. 1957 32 11 3 50 , 
1958 24 15 5 1 15 
Mining and Oil: 
a ea (1957 1 3 8 22 34 
1958 1 9 15 8 ee 33 
en sa eae Seas 1957 2 7 8 19 
1958 3 5 6 2 16 
ee ‘ 1957 ‘a 1 6 7 . 
1958 4 3 ay 7 
20 and over.... (1957 a 2 2 4 , 
1958 1 1 1 3 
All mining and 
Ae (1957 3 8 21 32 64 
1958 9 18 21 11 oi 59 
Tota. .... b3 {1957 35 19 24 36 114 
\1958 33 33 26 12 sats 1047 


* Source: Year End Review, December, 1957 and 1958. 

t Ten of the 114 issues were not traded in 1958. 
is especially striking inasmuch as strictly mining issues comprise 
only 10 per cent of the American sample. 

For leading issues, then (whether industrial or oil and mining), 
such as those included in the above samples, the Toronto market 
place affords considerable depth and continuity. And to the extent 
that there exists interaction with the other exchanges in Canada, 
the same will be true for them. For other issues, however, trading 
may be quite irregular. Between 5 and 10 per cent of Toronto list- 
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ings and between 35 and 40 per cent of Montreal-Canadian listings 
remain untraded each month. 

Conclusions as to stability of prices must be qualified by recogni- 
tion that the statistics presented reflect both the character of se- 
curities traded and the exchange performance. It can be said, how- 
ever, that the influence of speculative listings on other listings is less 
than might be supposed (that is, that diverse classes of stocks can 
be traded jointly). It can also be said that the listing of low-priced 
mining stocks probably enhances their marketability. Low-priced 
oil and mining shares are, however, subject to extreme price fluctua- 
tions; there is no effective way of evaluating the worth of these 


TABLE 8* 
RATIOS OF YEARLY HIGH TO LOW PRICE IN 1957 AND 1958 FOR 101 ISSUES 
LISTED ON AMERICAN EXCHANGE, GROUPED BY SHARE PRICE 


NuMBER OF IssUES WITH RATIOS OF 
Yearty Hicr to Low Prick BETWEEN 


3.0 and ToTAL Issuges 
SHARE PRICE YEAR 1.0-1.5 1.5-2.0 2.0-3.0 Over 1957 1958 
=e {1957 3 5 6 13 27 om 
\1958 7 12 8 10 <i 37 
eee {1957 4 15 14 16 49 ee 
\1958 5 15 8 11 a 39 
20 and over.. {1957 6 6 11 2 25 
\1958 10 9 3 1 ies 23 
, (1957 13 26 31 31 101 bs 
\1958 22 36 19 22 iy 99t 
Source: Bank and Quotation Record, January, 1958 and 1959. 
t Two of the 101 issues were not traded in 1958. 


issues; and the division of profits from transactions in these stocks 
would be an interesting piece of information. 


IV. INTERLISTING WITH UNITED STATES EXCHANGE 


The discussion so far has centered on market splitting and inter- 
action within Canada and the continuity and stability of markets 
there. The same features will be examined now with respect to in- 
ternational interlisting. 

Eleven Canadian issues are traded on the New York Stock Ex- 
change and some 108 others are listed on the American Exchange. 
All these are listed on the Toronto Stock Exchange (two are on the 
Toronto Curb—simply a special category of Toronto Exchange list- 
ings), and almost all are listed on the Montreal-Canadian Exchange. 
The contribution of the New York Exchange to the aggregate 
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share volume of its 11 Canadian listings was 54.5 per cent (un- 
weighted average) for 1957. The American Exchange share of total 
trading in its 108 Canadian listings was 43.3 per cent for 1957 and 
amounted to almost one-third of total volume on the American 
Exchange in that year. 

The above are aggregate figures, however, and a breakdown of 
share volume by exchange and by type of security, presented in 
Table 9, reveals significant variations in market shares. Trading in 
industrials is reasonably well divided a:uong the American, Toronto, 
and Montreal-Canadian exchanges. The Toronto Exchange provides 
the major market for mining stocks, while the American Exchange 
is most active in oil issues. In no category does the American Ex- 
change contribute appreciably less than one-third of total volume. 


TABLE 9* 
DIVISION OF TRADING DURING 1957 AMONG AMERICAN, TORONTO, 
AND MONTREAL-CANADIAN STOCK EXCHANGES FOR 108 
MULTIPLE LISTINGS, GROUPED BY CATEGORY 


MARKET SHARES IN 1957 FOR 





NUMBER American Toronto Montreal-Cana- 

CATEGORY or IssvuEs Exchange Exchange dian Exchange ToTAL 
Industrials. . . . 43 32.8% 40.4% 26.8% 100.0% 
Mining..... ; 22 38.7 54.5 6.8 100.0 
cas seuss ‘ 43 56.1 32.4 11.5 100.0 

ee 108 43.3 40.1 16.6 100.0 

* Sources: Year End Review (Toronto Stock Exchange, December, 1957); Statistical Summary (Montreal 

Canadian Stock Exchange, December, 1957); and Bank and Quotation Record, January, 1958. 


Generally speaking, composite share turnover rates for the inter- 
national interlistings appear adequate, despite market splitting, and 
suggest that interlisting taps portions of the market which might 
otherwise remain untouched. For the 11 New York listings, the 
mean value for 1957 ratios of aggregate volume to shares outstand- 
ing is 15.5 per cent. For 43 Canadian industrials traded on the 
American Exchange, the median turnover rate for 1957 is shown 
by Table 10 to lie between 10 and 20 per cent. Even if allowance 
is made for qualitative and other differences, these rates seem nota- 
bly above the corresponding figure derived from Table 6 for the 
sample of 50 industrials traded exclusively on exchanges in Canada. 

Table 10 further reveals median turnovers for oil and mining 
interlistings which fall between 30 and 50 per cent and 20 and 30 
per cent, respectively. These ranges exceed those shown in Table 6 
for oil stocks and equal those for mining issues. However, because 
of sample size and the extreme variations in turnover rates for low- 
quality mining stocks, comparisons of the oil and mining categories 
in Tables 10 and 6 are not entirely appropriate. 
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The mere listing of Canadian shares on the New York or Ameri- 
can Exchange provides no guaranty of activity. The distributions 
given in Table 10 show 1957 total turnovers of less than 10 per 
cent for over two-fifths of the industrials and for about one-eighth 
of the oil and mining shares. 

With respect to stability of prices, the performance of the top- 
quality Canadian interlistings seems to equal that of comparable 
United States issues. For the 60 months commencing January, 1953, 
the Toronto index of 20 industrials (including 13 interlisted on the 
New York or American Exchange) exhibited smaller relative varia- 
tions than did the Standard and Poor’s Industrial Index. In par- 


TABLE 10* 


PERCENTAGE DISTRIBUTIONS OF TOTAL SHARE TURN- 
OVERS IN 1957 FOR CANADIAN STOCKS TRADED 
ON AMERICAN EXCHANGE 





SHARE TURNOVER Per Cent oF Tora Issues 
(Per Cent) Industrial Oil Mining 
G- §... ; 1.3 7.0 te 
5- 10.... 36.6 4.7 13.6 
10- 20.... 39.0 4.7 22.7 
20- 30.... 4.9 16.3 22.7 
30- 50.... 7.2 30.2 13.6 
ht, ee 2.4 23.2 9.1 
70-100..... 2.4 9.3 13 .6 
100 and over. 4.7 4.5 
i rk 100.1 99.8 
No. of issues........ . & 43 22 
* Sources: Year End Review (Toronto Stock Exchange, December, 1957); 
Statistical Summary (Montreal-Canadian Stock Exchange, December, 1957); 
and Bank and Quotation Record (January, 1958). 


t Errors due to rounding. 


ticular, the market rise beginning in September, 1953, and con- 
tinuing into 1956 was less marked. The price movements of Cana- 
dian industrials, once started, demonstrated less persistence than did 
the United States index. The behavior of interlisted oil and mining 
stocks was, of course, more erratic. 


V. REGULATION: INVESTOR PROTECTION 


In essence, Canadian exchanges represent a compromise between 
over-the-counter markets and organized exchanges as they exist in 
the United States. While order execution is centralized and transac- 
tions are publicized, the character of the market for any given issue 
is governed by the activities of member firms. Limited exchange 
membership in turn affords certain monopoly advantages. With 
these considerations in mind, it appears that regulation of trading 
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designed to protect investors should (1) establish minimum stand- 
ards for listing, (2) require adequate disclosure, and (3) set stand- 
ards of conduct for members. 

Stock exchanges in Canada are much less subject to government 
regulation than are those in the United States. Canada has no fed- 
eral securities legislation. And, while the securities acts of four 
provinces’ provide that the stock exchanges in those provinces may 
function only at the pleasure of the administrator, an administrator 
is not likely to attempt to close an exchange except under very ex- 
traordinary circumstances. No administrator has any control over 
the membership of an exchange except to the extent that he may 
cancel or deny registration of a broker; nor has he any direct control 
over any of the procedures of an exchange or its decisions to list or 
de-list securities. 

Every province has a securities act, and in each case registration 
is required (sometimes at the option of the administrator) of public 
offerings of securities. However, all the acts, except those of Al- 
berta, Manitoba, and Quebec, exempt from the registration require- 
ment new issues of securities listed on “recognized” exchanges. This 
exemption works two ways: it deprives an investor of some protec- 
tion, leaving him to rely on the procedures of an exchange to insure 
disclosure and fair dealing, but it provides, in addition, a means by 
which the administrator can influence the exchange procedures by 
threatening to withdraw “recognition.” 

Canadian exchanges carry a heavier responsibility for regulation 
than do exchanges in the United States, where federal legislation 
and the SEC bear much of the burden. This responsibility forces 
the exchanges into an awkward dilemma which is not yet resolved. 
The objectives of regulation and of provision for an efficient market 
place are to some extent contradictory, and it is impossible to avoid 
serious disagreement on the suitability of any particular form of 
regulation. 

The Toronto Stock Exchange attempts to limit the listing of highly 
speculative issues by establishing standards for mining and oil stocks 
which do not apply to industrials. An adequate percentage of the 
authorized capitalization must be distributed and publicly held; 
financial statements must indicate sufficient funds to carry out a 
development program; and there must be at least 100 shareholders. 

Disclosure, or the lack of it, has caused a good deal of trouble. 


10. Alberta, British Columbia, Ontario, and Saskatchewan (which at present has no 
exchange). 
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The Toronto Stock Exchange, in 1956, suspended the shares of two 
industrials because insufficient information was provided in connec- 
tion with underwritings. In each instance, heavy promction of the 
shares by United States brokerage firms caused sharp rises in the 
market price, followed by equally sharp declines. The exchange sub- 
sequently amended its underwriting regulations to place responsi- 
bility upon the underwriting firm for the manner in which the stock 
is marketed, even where the underwriter acts solely as agent for a 
client.”* 

In early 1957, recognition of the Edmonton Stock Exchange by 
the other Canadian exchanges was withdrawn (the Edmonton Ex- 
change closed in 1958), the avowed reasons being that the Edmon- 
ton Exchange (1) failed to act in the public interest and (2) did 
not have proper exchange facilities..* The exchange had no floor 
trading; orders were executed through the secretary-manager; and 
no daily sheets were issued to show bid and ask quotations and to 
record transactions. 

The most significant step toward more adequate disclosure was 
taken in January, 1958, by the Toronto Stock Exchange, in intro- 
ducing a “filing statement.” Listed firms must file a statement and 
obtain the approval of the exchange’s filing committee before any 
“material change in a company’s affairs” takes place.’* The filing 
committee is concerned largely with the bona fide and arms-length 
character of a proposed transaction. But even beyond this, some 
judgment is made as to the soundness of the transaction. Between 
400 and 500 of the 1,100 listings have been exempted from the re- 
quirement on a case-by-case basis. 

One result of the filing statement procedure was the suspension 
of 14 listed stocks in 1958. A loud outcry came from stockholders 
who saw the market value of their investments drop sharply as a 
result of a company’s failure to comply with the new requirements. 
There were even rumors that insiders had deliberately brought about 
suspensions after taking a short position. On the whole, however, 
the procedure seems to have been accepted as a step in the right 
direction. 

Regulation of its membership by the Toronto Stock Exchange, as 
a means of providing protection for investors, seems to consist chief- 
ly of audits and the imposition of net capital requirements. In June, 


11. “Tighter Rein Now on Stock Pushers,” Financial Post, March 2, 1957. 
12. “Edmonton Exchange Suspends Operations,” Northern Miner, February 13, 1958. 
3. Stock Exchanges of Canada in 1957 (Toronto Stock Exchange). 
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1959, the exchange introduced a system of regular, quarterly audits 
to replace the former annual surprise audit. The Financial Post 
commented: 

Traditionally, the audit has the effect of weakening prices of speculative is- 
sues by indirectly forcing the sale of stocks held on excessive margin. Early this 
week, while member companies were receiving the audit questionnaires, there 


were significant declines in some issues which had advanced sharply in recent 
-weeks.14 


In 1958 one membership in the exchange was suspended for fail- 
ure to maintain an adequate ratio of capital to business, and in 1957 
a governor of the exchange was suspended for “‘conduct detrimental 
to the interests of the Exchange and unbecoming a member in ac- 
cepting, while a member of the Board of Governors, an option on 
certain shares . . . on or about the time of the listing of the shares 
of the corporation on the Exchange.” 

On the whole, the pattern of regulation is not very satisfactory. 
Serious conflicts of interest prevent the exchanges from discharging 
their responsibilities as efficiently as would be possible for a gov- 
ernmental agency. In this case, at least, it seems unreasonable to 
expect the industry, no matter how high its motives, to police itself. 


VI. ConcLusIONsS 


An investor, particularly one familiar with stock-exchange pro- 
cedure in the United States, must recognize some unique features of 
the exchanges in Canada if he proposes to buy or sell securities 
there. 

First, the differences in the kinds of markets maintained on Ca- 
nadian exchanges for investment-grade industrials and for specula- 
tive mines and oils may come as a surprise to one accustomed to the 
American system of separating these two classes roughly between 
the exchanges and the over-the-counter market. 

With respect to leading industrials, particularly those interlisted 
on the New York and American stock exchanges, the market is not 
very different from the United States market. Despite the absence 
of specialists, the Toronto market offers substantial depth of trad- 
ing and continuity in this class of security, and these benefits will 
extend to other exchanges listing the same securities. 

Other industrial securities probably suffer from market splitting, 
although this is offset to some extent by interaction among the 
exchanges. This market seems to suffer from the absence of spe- 


14. Financial Post, June 27, 1959, p. 4. 
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cialists, and continuity and price stability compare unfavorably with 
those of exchanges in the United States. It should be recalled, how- 
ever, that over-all annual price fluctuations on the American Ex- 
change were found at least equal to those on the Toronto Exchange. 

That speculative mines and oils (and most Canadian mines and 
oils are speculative) show relatively discontinuous and unstable mar- 
kets should come as no surprise. Although market splitting does 
not seem significant, the character of the securities themselves and 
the absence of specialists in Canada are responsible for this condition. 

Second, the investor accustomed to exchanges in the United States, 
under the regulatory supervision of the SEC, will find that regula- 
tion of trading (or, perhaps more precisely, investor protection) on 
exchanges in Canada compares unfavorably. Recognizing that no 
amount of regulation will turn a market in speculative securities 
into a stable, low-risk market and that there is a vast difference 
between regulation of the speculative mining and oil markets in 
Canada and of the relatively stable industrial markets in the United 
States, still there is much that could be done in Canada to protect 
the investor against risks that have to do with the market rather 
than the security. About all that can be said is that the exchanges 
themselves have tried to improve conditions on the basis of an un- 
satisfactory allocation of responsibility. 

In the introduction, mention was made of the problem of eval- 
uating the contribution of the exchanges to economic development 
in Canada. Interest in Canadian development is centered on natural 
resources, including minerals and oil. Tax laws tend to favor mining 
and oil ventures, and the procedures of the stock exchanges do the 
same, although probably not intentionally. The listing of mining and 
oil shares is encouraged by lower listing fees than are set for in- 
dustrial stocks. Board lot size and commission rates also favor trad- 
ing in mining and oil shares. The source of these distinctions lies 
in the fact that the Toronto Stock Exchange is the result of a 
merger, in 1934, of a mining and an industrial exchange. Differ- 
ences which existed prior to 1934 have simply been preserved. 

In terms of over-all contribution to the Canadian economy, it is 
hard to draw any definite conclusions. The markets described above 
can hardly fail to assist the financing of economic development, but 
there is no quantitative evidence available to establish the extent of 
their usefulness. 

Canadian exchanges, unlike exchanges in the United States, are 
sometimes used for the primary distribution of new issues of se- 
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curities to the public. This form of distribution is encouraged by the 
exemptions from registration granted to listed securities under most 
of the provincial securities acts. Exchanges in Canada, however, 
while they claim to account for a sizable fraction of new funds flow- 
ing into resource development, furnish no statistics on primary dis- 
tribution. The Toronto Exchange reports that it has made available 
over one-half billion dollars of external financing during the past 
decade,** but no more precise information is available. 

To a country still very much in the development stage such in- 
formation is important. The need for capital to develop Canadian 
industry is too evident to require explanation here, and a measure 
of the usefulness of the exchanges in this respect would be signifi- 
cant as a guide to changes in the exchange procedures themselves or 
in the regulatory function of government agencies. 


15. J. G. K. Strathy, “The Stock Exchange—Its Origin and Function in the Economy,” 
Canadian Chartered Accountant, February, 1958, p. 107. 














SOME LOANABLE-FUNDS CONCEPTS AND 
BANKING THEORY 


E. R. WIcKER* 


Indiana University 


RECENT EMPIRICAL sTUDIES of the American capital market have 
spurred a revival of interest in banking theory.’ The growth since 
1900 of non-bank financial intermediaries relative to commercial 
banks has prompted J. G. Gurley and E. S. Shaw to question the 
continued usefulness of the neoclassical distinction between bank 
and non-bank financial institutions. In their well-known 1955 paper 
they argued: 


We are deviating from conventional doctrine in regarding the banking system 
as one among many financial intermediaries, sharing with the others the func- 
tions of indirect finance. We take exception to the view that banks stand apart 
in their ability to create loanable funds out of hand, while other intermediaries 
in contrast are busy with the modest brokerage function of transmitting loan- 
able funds that are somehow generated elsewhere. 

Neither banks nor other intermediaries create loanable funds. That is the 
prerogative of spending units with surpluses on income and product account. 


Their critics have replied that acceptance of the above view entails 
a “drastic reconstruction of banking theory”;* it represents a “path- 
breaking deviation’*—a “basic theoretical innovation’’°—of the 


* I am indebted to Professor E. C. Simmons, of Duke University, for helpful comments 
and criticism. 

1. Raymond W. Goldsmith, A Study of Saving in the United States (2 vols.; Princeton: 
Princeton University Press, 1955) and Financial Intermediaries in the American Economy 
since 1900 (Princeton: Princeton University Press, 1958) ; Morris A. Copeland, A Study 
of Moneyflows in the United States (New York: National Bureau of Economic Research, 
1952) ; John G. Gurley and Edward S. Shaw, “Financial Aspects of Economic Develop- 
ment,” American Economic Review, XLV (September, 1955). 

2. Gurley and Shaw, op. cit., p. 521. This paper was completed before the publication 
of Gurley and Shaw’s recent Money in a Theory of Finance (New York: Brookings 
Institution, 1959). It appears that they have abandoned the terminology employed in 
the paragraphs quoted above, for they now argue that both monetary and non-monetary 
intermediaries “are capable of creating loanable funds, of bringing about an excess stock 
of money, and of producing an excess of ex-ante investment over ex-ante saving” (p. 
202). Contrary to their 1955 interpretation, their present view involves no reconstruction 
of traditional banking theory, although it might indeed involve a reconstruction of the 
traditional theory of the role of non-bank financial institutions. Since some controversy 
has arisen concerning the implications of their earlier views for banking theory, I limit 
myself in this paper to an examination of the validity of Gurley and Shaw’s 1955 claim. 

3. J. M. Culbertson, “Intermediaries and Monetary Theory: A Criticism of the Gurley- 
Shaw Theory,” American Economic Review, XLVIII (March, 1958), p. 131. 

4. Joseph Aschheim, “Commercial Banks and Financial Intermediaries: Fallacies and 
Policy Implications,” Journal of Political Economy, LXVII (February, 1959), 61. 

5. Culbertson, op. cit., p. 119. 
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authors and is fallacious. The purpose of this note is to show that 
the Gurley-Shaw treatment of commercial banks as intermediaries 
in the saving-investment process is neither path-breaking nor an in- 
novation and to suggest a modus vivendi by which the Gurley-Shaw 
view, on the one hand, and the Culbertson-Aschheim view, on the 
other, may be reconciled. 

Needless confusion, it seems to me, has been created by Gurley 
and Shaw’s much-quoted statement reproduced above. The state- 
ment itself has probably misled others besides J. M. Culbertson and 
J. Aschheim, for the Gurley-Shaw view of commercial banks as fi- 
nancial intermediaries is neither novel nor unconventional, unless, 
perhaps, one continues to regard Keynesian ideas or their implica- 
tions as unorthodox or unconventional. The Gurley-Shaw definition 
of loanable funds as savings ex post and their view of the role of the 
banking sector as an intermediary are Keynesian orthodoxy. Both 
have been the object of sustained criticism by Sir Dennis Robert- 
son, whose objections to the Keynesian saving concept and Keynes- 
ian banking theory are well known. The failure of Culbertson and 
Aschheim to have recognized the similarity between the Keynesian 
and the Gurley-Shaw banking theory is inexplicable. 

It is a fundamental proposition of Keynesian economics that com- 
mercial banks cannot create loanable funds; they are intermediaries 
in the saving-investment process. Keynes’s view is stated explicitly 
in the General Theory as follows: 

The prevalence of the idea that saving and investment, taken in their straight- 
forward sense, can differ from one another, is to be explained, I think, by an 
optical illusion due to regarding an individual depositor’s relation to his bank 
as being a one-sided transaction, instead of seeing it as the two-sided transaction 
which it actually is. It is supposed that a depositor and his bank can somehow 
contrive between them to perform an operation by which savings can disappear 
into the banking system so that they are lost to investment, or, contrariwise, 


that the banking system can make it possible for investment to occur, to which 
. . 
no saving corresponds.® 


In his reply to Ohlin in 1937, he identified the supply of credit 
(loanable funds) with saving and warned of the dangers of con- 
fusing credit in the sense of bank loans and credit in the sense of 
saving. He argued that Ohlin’s definition of the net supply of credit 
as “the money-value of the increment of all assets during the pe- 
riod” was “exactly the same thing as the quantity of saving.”” 


6. J. M. Keynes, The General Theory of Employment, Interest and Money (New 
York, 1936), p. 81. 


7. J. M. Keynes, “Alternative Theories of the Rate of Interest,” Economic Journal, 
XLVII (June, 1937), 244. 





a ee ee ee ee ee... a ~ | 





Some Loanable-Funds Concepts and Banking Theory 327 


Harrod developed further the implications of Keynes’s social ac- 
counting definitions for banking theory. The purely passive role of 
the banking system in the saving-investment process was described 
with unusual clarity in the following passage in The Trade Cycle: 

As lenders the banks are hopelessly and irretrievably in the position of middle- 
men. They can only lend what is lent to them. The exception to this is if they 
pay out what they lend in gold. Otherwise, when the banks lend, the public 
must lend back an equal amount to the banks on deposit. . . . The banks are mere 
conduit pipes. They have no power of making the saving available for use in 
investment greater on any day than the amount people are choosing to save.§ 


He had presented essentially the same argument in an earlier article 
in Economica (1934),° for which he drew the following rebuke 
from Robertson: 

Mr. Harrod seems to me . . . to have succumbed to the claims of the Grand . 
Monetary Tautology, which, long found useful by bankers as a cloak for their 
misdeeds, is now [1934] being rediscovered with alarming frequency by the- 
oretical economists. The bank’s balance-sheet always balances: alias Savings 
always equal Investment: alias all money which is anywhere must be some- 
where. . . .10 


Not only did Harrod succumb to the claims of the “Grand Monetary 
Tautology” but also Keynes, Goldsmith, Copeland, and Gurley and 
Shaw did as well. It happens to be the only really satisfactory basis 
for the statistical measurement of saving. 

What the critics of the Gurley-Shaw definition of loanable funds 
as ex post savings tend to overlook is the precise role this definition 
plays in the construction of a realistic framework with which to 
analyze the financial, as well as the real, aspects of economic de- 
velopment. Gurley and Shaw insist that “development involves fi- 
nance as well as goods,” and they contend that the financial counter- 
parts to income and product flows (net changes in debt and financial 
assets) should be incorporated directly into the existing social ac- 
counting framework. In their view, “a complete set of social ac- 
counts would report the flows of loanable funds between spending 
units and the corresponding changes in financial status.””™ 

For the purpose of designing such a system of social accounts, 
they divide “final buyers of output” into three main groups: spend- 


8. Roy Harrod, The Trade Cycle (Oxford, 1936), p. 143. 


_9. Roy Harrod, “The Expansion of Credit in an Advancing Community,” Economica, 
Vol. I, new ser. (August, 1934). Also reprinted in Economic Essays (London, 1952). 


10. D. H. Robertson, “Mr. Harrod and the Expansion of Credit,” Economica, I, new 
ser. (November, 1934), p. 473. 


11. Gurley and Shaw, “Financial Aspects of Economic Development,” p. 516. 
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ing units whose budgets are either balanced, in surplus, or in deficit. 
Saving or loanable funds originate with spending units whose total 
receipts exceed total expenditures on goods and services. Surplus 
spending units thus defined supply loanable funds. Either their fi- 
nancial assets increase, or their debt decreases. Alternatively, def- 
icit-spending units demand loanable funds. Surpluses or deficits on 
income and product account for spending units imply, therefore, a 
net change in financial position. 

From the Gurley-Shaw ex post concept of saving it follows that 
the banking sector, like other sectors, can create loanable funds only 
to the extent that the banking sector’s receipts are in excess of its 
expenditures on goods and services. Since purchases and sales on 
product account are in fact small, the predominant function of the 
banking system is intermediation, that is, absorbing “funds” re- 
leased by surplus-spending sectors and placing them at the disposal 
of the deficit-spending sectors. According to the Gurley-Shaw view, 
the “monetary system as an intermediary transmits real purchasing 
power over current output (mot money balances) from savers to 
investors.”’* The banking system is passive. 

If it were not for the fact that the term “loanable funds” has 
been pre-empted by a majority of economists to refer to a definition 
long made familiar by Robertson and the Swedish economists, the 
Gurley-Shaw concept would appear less novel and even less puz- 
zling. In Robertsonian terminology, loanable funds are a composite 
of money flows to the capital market during a specific period of 
time made up of the sum of new money created by the banking 
system, current saving, and net dishoarding. Loanable funds, by 
Robertson’s definition, can be created by the banking system, but 
this, as Gurley and Shaw rightly emphasize, is simply another way 
of saying that banks create credit (demand deposits). 

Neoclassical banking theorists have no objection to the statement 
that “command over capital” is provided ultimately by savers who 
consume less than the value of their current output.’* But they do 
object to an ex post savings concept which, from their point of view, 
deliberately blurs the active role that the banks may play in the 
saving-investment process. Hence the importance attached in tradi- 
tional banking theory to the distinction between voluntary and in- 
voluntary (forced) saving. Robertson considered Keynes’s ex post 

12. Gurley and Shaw, “Intermediaries and Monetary Theory: A Reply,” American 
Economic Review, XLVIII (March, 1958), p. 136. 


13. Dennis Robertson, Banking Policy and the Price Level (New York, 1949), p. 52; 
F. Lavington, The English Capital Market (London, 1921), pp. 65 ff. 
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definition of saving “clearly inappropriate to an analysis which 
seeks to distinguish between the origin of the various streams which 
people choose to place in a given interval upon the capita] mar- 
ket.”"* Culbertson has raised similar objections to Gurley and 
Shaw’s ex post accounting approach because it “casts little light on 
the question where the relevant decisions are made. . . .””*° 

The basis for the fundamental disagreement between Keynes and 
Robertson over the appropriate saving concept was, according to 
Harry Johnson, a difference of opinion concerning the role of the 
banking sector as an initiator of economic change. Keynes argued 
as though the banking system could increase only the supply of idle 
money. He therefore tended to minimize the importance of bank- 
financed investment; he considered the activation of idle balances 
as the primary source of funds to the capital market to finance in- 
vestment in the short period. Robertson, however, could see no 
legitimate reason for ignoring completely the fact that banks some- 
times create money for businessmen who wish to use it. Johnson has 
suggested that the conflicting opinions are due to 

. a difference in the situations which the respective authors have in mind, 
Keynes thinking almost exclusively of the 1930’s and Professor Robertson 
thinking more of the history of industrial fluctuations; part of it is a difference 
of opinion over the importance of bank-financed investment as an independent 


variable. The latter difference is a question of fact, to which the answer may be 
different for different historical periods.1® 


The classic dispute between Keynes and Robertson was in fact a 
dispute over how, for the short period, to analyze the role of com- 
mercial banks in the saving-investment process. 

The new dispute which has arisen between Gurley and Shaw and 
their critics differs from the old in at least two important respects: 
(1) emphasis has shifted from short-period to long-run processes of 
economic and financial change, and (2) Culbertson’s concept of 
loanable funds cannot be identified with either the Keynesian or the 
Robertsonian. 

Although Gurley, Shaw, and Keynes treat the banking system as 
an intermediary in the saving-investment process, they do so for 
quite different reasons. Keynes’s view was conditioned by his belief 
that the activation of idle balances was more important than bank- 
financed investment as a source of funds to the capital market in 

14. Dennis Robertson, Essays in Monetary Theory (London, 1948), p. 5. 

15. Culbertson, op. cit. p. 122. 


16. Harry Johnson, “Some Cambridge Controversies in Monetary Theory,” Review 
of Economic Studies, XIX (1951-52), p. 96. 
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the short period. Gurley and Shaw, on the other hand, criticize 
Keynes’s liquidity preference model on the grounds that it is a 
short-period model and therefore unsatisfactory for analyzing the 
financial aspects of economic change: it does not allow “loanable 
funds to flow,” and it ignores the “long-period accumulation of se- 
curities and the secular institutionalization of saving and invest- 
ment.” They propose to adapt the Keynesian model “by extending 
the time period to permit loanable funds to flow and debt to 
accumulate.”** 

One of the implications of this adaptation is a denial of the neo- 
classical proposition that the amount of checking-account money is 
determined primarily by the banks. Gurley and Shaw assert that 
the volume of demand deposits is determined by the public’s demand 
for cash, not by the banking system. Their position has been rein- 
forced by Raymond Goldsmith, who has argued in his recent study 
of financial intermediaries in the American economy: ‘Under con- 
temporary American conditions . . . the volume of check (demand) 
deposits of commercial banks—one of the largest components of the 
funds of financial intermediaries—is determined primarily by the 
public’s demand for cash.”’** The Gurley-Shaw repudiation of the 
proposition that the banking system controls the amount of demand 
deposits has been a source of confusion to both Culbertson and 
Aschheim. Culbertson, unsure of its status in the Gurley-Shaw ap- 
proach, stated: “The authors may intend this argument to apply 
only to the long-run growth of banks, rather than to be a part of 
their refutation of the orthodox view of the role of banks in the 
economy.”’*® And Aschheim has reasoned erroneously that Gurley 
and Shaw are mistaken in treating commercial banks as loanable- 
funds brokers, since “even with loanable funds redefined as ex post 
savings, it is still true that, under a fractional reserve system, com- 
mercial banks can create loanable funds: their operations can make 
ex post savings exceed ex ante savings.’”*° What Aschheim has failed 
to recognize is that in the Gurley-Shaw system loanable funds are 
created only when a spending unit’s receipts exceed its expenditures 
on income and product account. The extent to which surplus-spend- 
ing units accumulate money balances depends, therefore, not on in- 
dependent action of the banking system in creating money but on 


17. Gurley and Shaw, “Financial Aspects of Economic Development,” American Eco- 
nomic Review, XLV (September, 1955), p. 525. 

18. Raymond Goldsmith, Financial Intermediaries in the American Economy since 
1900, p. 21. 


19. Culbertson, o/. cit., p. 122. 
20. Aschheim, op. cit., p. 66. 
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the “preference of spending units for deposits and currency to hold 
as against other financial assets to hold.’’** It is indeed true that the 
operations of the banking system can make ex post savings exceed 
ex ante savings, but the criticism misses the mark, since what is at 
issue is whether the “operations” of the banking system are de- 
termined ultimately by persons within the banking system or by the 
public. 

If needless confusion has resulted from the Gurley-Shaw defini- 
tion of loanable funds as ex post savings, even more confusion is 
generated by their identification of Culbertson’s conception of loan- 
able funds with conventional banking theory. According to the Cul- 
bertson version of the usual banking theory, loanable funds are 
created when individuals exchange money balances for securities 
(private acts of saving) and when commercial banks create demand 
deposits. By regarding the decision to supply loanable funds as a 
decision to part with cash balances in exchange for non-monetary 
debt, Culbertson thereby rejects the view held by both Keynes and 
Robertson that the supply of loanable funds includes net changes in 
money holdings of individuals. 

Gurley and Shaw imply their acceptance of the Culbertson in- 
terpretation of conventional banking theory in the following state- 
ment: “This definition [Culbertson’s definition of loanable funds] 
Culbertson indicates is a piece of ‘existing banking theory,’ and we 
regret that he is probably quite right in thinking so.”** If it is a 
“piece of ‘existing banking theory,’” it is a theory which, to my 
knowledge, has left little, if any, trace in the better-known economic 
literature. The Gurley-Shaw identification of the Culbertson loan- 
able-funds concept with existing banking theory is unfortunate be- 
cause it fails to recognize the widespread practice among economists 
of associating existing banking theory with the Robertsonian de- 
finition of loanable funds. Since they conclude that Culbertson’s 
“views on saving are disastrous for monetary theory and are in- 
compatible with income and employment theory,” it is all the more 
important that we distinguish carefully between Robertson’s and 
Culbertson’s definitions of loanable funds. 

Gurley and Shaw have suggested that the Culbertson concept of 
loanable funds should be construed as payments of money to in- 
vestors in capital goods. Whether the Culbertson concept is to be 
interpreted in a narrow sense as payments of money to investors in 


21. Gurley and Shaw, “Financial Aspects ...,” p. 522. (My italics.) 
22. Gurley and Shaw, “Reply ... ,” p. 135. 
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capital goods or in a broader sense as payments of money for old as 
well as new tangible and intangible assets, it is directly related to 
what Raymond Goldsmith has labeled the “cash-flow” concept of 
saving. In his Study of Saving Goldsmith included cash-flow esti- 
mates of saving along with estimates based on the business and so- 
cial accounting concepts. He did so because he thought that the 
behavior of some spending units (households, farmers, unincor- 
porated business enterprises, government units) might be condi- 
tioned more by a cash-flow concept than by the traditional social 
accounting concept. Moreover, he considered cash-flow estimates of 
saving as serving the additional function “of furnishing figures 
fitting into the framework of monetary analysis which is necessarily 
conducted on a cash flow basis.’””** 

If interpreted in a payments-of-money sense, Culbertson’s loan- 
able funds concept, I submit, is useful for monetary analysis. It 
fits easily into the newer moneyflows accounts of the type con- 
structed initially by Morris Copeland and developed further by the 
Board of Governors. Since the moneyflows accounts as such are 
neutral with respect to the role of the banking sector in the saving- 
investment process, Culbertson’s definition of loanable funds im- 
plies neither the view that banks are creators of loanable funds nor 
the opposing view that banks are financial intermediaries.*° Never- 
theless, Culbertson prefers an interpretation of a moneyflows model 
which assumes that the level of bank credit is determined primarily 
by the banking system, whereas Copeland, in his interpretation of 
the moneyflows analysis, assumes that “the level of bank credit is 
not fixed by banks and U.S. monetary funds alone.”** The Culbert- 
son approach views the saving process in terms of the immediate 
suppliers of loanable funds to the capital market. The Gurley-Shaw 
approach attempts to identify the ultimate sources of funds avail- 
able to finance capital formation and the financial tickets used to 
effect the transfer of real resources between spending units. The 
two approaches are complementary rather than competitive. It is 
therefore misleading for Culbertson and Aschheim to apply the log- 
ical appraisal word—‘fallacious’”—-to the Gurley-Shaw argument. 
Whether banks are creators of loanable funds (the Culbertson- 
Aschheim view) or simply brokers in loanable funds (the Gurley- 
Shaw view) depends on how one chooses to look at the process of 
saving. 

24. Goldsmith, A Study of Saving ..., II, p. 95 

25. Jacob Cohen, “The Treatment of the Means of Payment in Social Accounting,” 
Journal of Finance, X11 (December, 1957), pp. 424 ff. 

26. Copeland, op. cit., p. 289. 
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THE ROLE OF EQUIPMENT OBLIGATIONS IN 
POSTWAR RAILROAD FINANCING 


DoNALD M. STREET 


SrncE WorLp Wak II, equipment obligations have become the chief, 
almost the exclusive, source of external capital funds for the rail- 
roads. The Interstate Commerce Commission reported new issues 
of equipment trust certificates and conditional sale contracts ex- 
ceeding $5,400 million’ from 1946 through 1957, as compared with 
less than $500 million of bond financing” and almost no stock fi- 
nancing* except for refinancing purposes. I propose to show the rea- 
sons for this development, its consequences to date, and its probable 
future. 

‘ Equipment obligations may be defined as those secured by ex- 
clusive reservation of title to the rolling stock (cars or locomotives) 
for the acquisition of which they are issued—‘“exclusive” in the 
sense of not sharing this security with other creditors of the rail- 
road. This reservation may be accomplished through an undisguised 
conditional sale, as in the time purchase of an automobile or a re- 
frigerator, or through an agreement under which the railroad is 
stipulated to be using the equipment only as lessee until payments 
are completed (the instalment payments being disguised as rentals), 
or through an outright lease in which the railroad simply rents the 
equipment. Most equipment financing takes either of the first two 
forms, title being held by a trustee or other representative of the 
investors until payments are completed and then passing to the 
railroad. The instalment payments, annually or oftener over a pe- 
riod of 15 years or less, are at rates calculated to be well within the 
useful life of the equipment, and often* there is a substantial down 
payment as further protection. 

The unique feature of equipment obligations, and a principal 
source of their strength, is the ability of the holders, in the event 

1. Statistics of Railways in the United States, Tables 148 and 146-A (Washington, 
D.C.: Interstate Commerce Commission, annually). Leases of equipment, which ex- 


ceeded $200 million by Equitable Life alone, are not subject to the jurisdiction of the 
Interstate Commerce Commission or included in its statistics. 


2. Ibid., Table 146. 

3. Ibid. 

4. Almost invariably on equipment trust certificates, less frequently on conditional 
sale contracts. 
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of default, to repossess the equipment and resell it in the best 
market, wherever that may be. This results from reservation of 
title, from judicial decision and legislative enactment, and from the 
mobility and standardized character of the equipment. Reservation 
of title avoids claims under existing or subsequent mortgages or 
from judgment creditors. Judicial decision and legislative enact- 
ment uphold the right to enforce the terms of the lease or contract. 
The mobility and standard character of the equipment mean that 
it can be delivered to and used by other railroads; practically every 
road in the country is a potential purchaser on resale. 

For various reasons, these conditions do not apply to other types 
of railroad financing. A first mortgage will protect against the 
claims of other creditors but is not always available; when the road 
is covered by a closed first mortgage, for instance, additional mort- 
gage financing must be, at best, a second lien. When the road has 
available an “open” first mortgage—i.e., one under which additional 
bonds may be issued to finance further improvements—no bond- 
holder or creditor can establish a claim prior to that, but the claim 
under the mortgage must be shared by all the bonds; those issued 
to finance the latest improvement, however valuable it may be, have 
no priority over those previously outstanding; so the financing must 
be based on the value and earning power of the whole property 
rather than of the particular improvement. 

Even when the nature and value of the improvement are such as 
to permit separate financing—e.g., a valuable bridge or terminal— 
the holders of a first mortgage on it must face several unpleasant 
facts of corporate life. It has long been public policy to discourage 
the dismemberment of railroad systems, and Section 77 of the 
Bankruptcy Act now gives the court specific authority to “enjoin 
or stay the commencement or continuance of any judicial proceed- 
ings to enforce any lien . . . until after the final decree” and to 
modify or alter the rights of creditors and cure or waive any de- 
faults of the debtor under a lease.® Thus the holder of a first lien 
on fixed property, however valuable, is in a position to do little more 
than petition the court for a reasonable return on his investment 
during the period of reorganization and a settlement reflecting the 
value of his security on its termination’ He cannot foreclose; he 
cannot take possession; and even if the court should permit both 
these steps and, in addition, permit resale of the mortgaged property 


5. 11 US.C., Sec. 205 
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to the best bidder, the bidding would necessarily be limited to those 
able to use the property in that particular location. 

By amendment to the Bankruptcy Act (Sec. 77, subsec. j), how- 
ever, Congress specifically exempted from its provisions “the title 
of any owner . . . to rolling stock equipment leased or conditionally 
sold to the debtor, and any right of such owner to take possession 
of such property... .’* 

Small wonder, then, that the investor prefers equipment obliga- 
tions to other types of railroad securities. Secure in the knowledge 
that he has both the right to repossess and 3 market on which to 
resell the equipment in the event of default, he is further fortified 
by the conviction that the railroad, knowing this, will do everything 
possible to avoid default, using earnings, depreciation accruals,’ and 
other available fynds to the extent necessary, even at the expense of 
other creditors.fIf the equipment involved is really essential, the 
equipment creditor may find this ‘‘cash flow” over a period of years 
quite adequate, even when the earning power of the property and 
its longer-term outlook seem dubious; witness the success of New 
Haven with equipment financing in 1956 and of Boston and Maine 
as late as 1957. 

This preference has enabled the railroads to market equipment 
obligations in the billions previously mentioned, at rates consid- 
erably lower than on other financing.“’The capital so raised has fi- 
nanced a large part of the roads’ postwar capital expenditures, which 
have averaged more than $1 billion annually, aggregating $13,445 
million in the 12 years 1946-57.° During these years depreciation, 
amortization, and retirement charges against income exceeded pna- 
turing instalments of equipment obligations by $2,552 million.’” The 
excess of earnings over cash dividends amounted to $4,277 million." 


6. 49 Stat. 911. 


7. The depreciation accrual is closely associated with the instalments on equipment 
financing, being sometimes cited as the logical justification for buying rolling stock on 
time payments, and while it is not legally pledged to that purpose, it is commonly used 
for payment of the maturing instalments. 


8. In every year since 1933 the average interest rate on new issues of equipment 
obligations has been less than on other debt financing, frequently only one-half to three- 
quarters as much (Statistics of Railways, Table 148). 


9. Railroad Transportation: A Statistical Record, 1921-1957 (Washington, D.C.: 
Bureau of Railway Economics, Association of American Railroads, 1958), p. 8. 
10. From 1946 through 1957 depreciation, amortization, and retirement charges 


against income aggregated $5,871 million and retirement of equipment obligations $3,319 


million (calculations from Statistics of Railways, Tables 158 [later 161], 146-A, and 
147-A). 


11. Railroad Transportation, p. 7. 
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“Nearly $1,100 million was realized from reduction of working cap- 
ital" and an unstated amount from liquidation of surpl 's assets.” 
Even if we assume all these funds to be available for capital ex- 
penditures,’* this leaves a balance of several billions to be provided 
by external financing, more than nine-tenths of which took the form 
of equipment obligations.*° With railroad credit impaired by the 
bankruptcies of the 1930’s, the decline in passenger traffic,!® the 
inroads which trucks and other competitors have been making on 
the freight traffic,’ which is the backbone of railroad earnings, and 
steadily increasing expenses,’* it is at least extremely doubtful 
whether the roads in general could have raised such sums through 
the sale of other types of securities, and it is self-evident that the 
marginal roads could not have done so. 

Was so much external financing necessary? To argue that it was 
not, either the possibility of more internal financing or the wisdom 
of reduced capital expenditures must be demonstrated. Conceding 
that the roads were developing all the earnings they could (as we 
must, unless the discussion is to be transferred from the realm of 
finance to that of operation and general management) ” increased 
internal financing could come only from further drafts on working 
capital, from liquidation of surplus assets, or from reduced divi- 
dends.’ Working capital was, in fact, reduced greatly, perhaps too 
greatly, and its elimination would have provided but half a billion 
more.’® Liquidation of assets by the Pennsylvania Railroad alone 
realized over $195 million,”° and surely it is gratuitous to assume 
that other roads neglected such opportunities. Dividend payments 
were hardly excessive. The marginal roads had none to eliminate, 

12. For Class I railroads in the aggregate, net working capital declined from $1,643 


million at the end of 1945 to $555 million at the end of 1957 (information from Bureau 
of Railway Economics, Association of American Railroads, Washington, D.C.). 


13. $195 million in the case of the Pennsylvania Railroad alone. Exhibit accompany- 
ing testimony of James M. Symes, president, Pennsylvania Railroad Company, before 
the Surface Transportation Subcommittee, Senate Committee on Interstate and Foreign 
Commerce, January, 1958, pp. 9-10. 

14. Some part was undoubtedly applied to debt reduction, although most of the 
$1,409 million reduction in non-equipment debt was effected through reorganization. 

15. See first paragraph. 

16. Railroad passenger-miles of intercity traffic declined from 66.3 billion in 1946 to 
23.2 billion in 1958, the latter being 5 per cent less than by bus and 9 per cent less than 
by airways (Moody’s Transportation Manual 1959 [New York: Moody’s Investor 
Service], p. a10). 

17. The railroads carried but 45.6 per cent of intercity ton-miles in 1956, as compared 
with 66.6 per cent in 1946 (ibid., p. al0). 

18. Symes, op. cit., p. 14. 

19. See n. 12 above. 


20. Symes, op. cit., pp. 9-10 


ap- 
is. 
ex- 
ded 
orm 
the 
the 

on 
and 
tful 
ugh 
the 


was 
lom 
ling 

we 
1 of 
sed 
ing 
livi- 
too 
lion 
one 
ime 
ants 
ate, 


1,643 
ireau 


any- 
efore 
reign 


| the 
yn. 


16 to 
than 
estor 


yared 


Equipment Obligations in Postwar Railroad Financing 337 


and even New York Central could not have covered its requirements 
that way. Pennsylvania could have provided a substantial sum, but 
by no means enough, and surely stockholders have some rights, es- 
pecially if an eventual resumption of stock financing is contemplated. 
‘As for reducing capital expenditures, on the contrary, such ex- 
penditures have been a major factor in whatever earning power and 
competitive standing the railroads have been able to maintain.’ The 
annual savings just from substitution of diesel power for steam 
were estimated several years ago as high as $600 million,”* to which 
must be added many millions from such improvements as central- 
ized traffic control and “push-button” yards. In the absence of these 
savings, another wave of bankruptcies could hardly have been 
avoided. 

Such a development would have led only to government owner- 
ship. It is idle to suppose that the situation could have been cured 
by further reorganization and readjustment of the capita] struc- 
ture; investor confidence, already shaken by the wholesale col- 
lapses of the depression and the adverse trends reviewed a few 
paragraphs above, would be too shattered to provide additional 
capital on reasonable terms, and public opinion, faced with the 
obvious inability of the gompanies to maintain service and make 
necessary improvements, would have turned to government owner- 
ship and operation. There is no evidence that the problem would 
have been solved by changes in regulatory practices and the com- 
petitive position of the railroads; on the contrary, collapse of pri- 
vate operation (or, more accurately, private financing) would have 
led to public operation, as with the subways in New York, the 
elevated and surface railways in Chicago, and the elevated lines in 
Boston. 

Not only has equipment financing facilitated—in fact, made pos- 
sible—the modernization of motive power and rolling stock with 
accompanying benefits to earning power and competitive position, 
but‘it has spread these benefits throughout the industry by making 
them available to marginal roads, as well as to the stronger ones 
which might have financed purchases of equipment by other means. 
The earning power so developed presumably benefited not only the 
stockholders but the bondholders of the respective companies and 
increased the companies’ ability to finance other improvements, 

It is sometimes suggested that the strong position of equipment 
obligations, being based on the legal right, the physical power, and 


21. Gustav Metzman, chairman of the American Railway Car Institute and former 
president of the New York Central, as quoted in Transportation Week, August 28, 1954. 
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the economic opportunity to repossess and sell elsewhere rolling 
stock without which the mortgaged property cannot be successfully 
operated, is at the expense gf other creditors and represents an ex- 
propriation of their rights. To the extent that equipment financing 
is successful in maintaining corporate solvency and in averting 
(rather than merely postponing) reorganization, the question seems 
purely academic; it is hard to conceive a case where creditors re- 
gard reorganization as other than a necessary evil or object to 
measures which avoid that painful process. 

If the company should collapse after having incurred substantial 
equipment obligations, these obligations are likely to be, in the 
sense just mentioned, liens prior to the mortgage bonds.” However, 
it would be hard to say just how much these prior liens had actually 
impaired the position of the bondholders; in the absence of equip- 
ment debt, there would probably have been little new equipment on 
the line, because for some time prior to the collapse the road’s credit 
would not have supported other forms of financing. 

Moreover, for nearly a century, equipment financing has been 
so well established and so widely used that every informed pur- 
chaser of mortgage bonds must, or at least should, have reckoned 
among the normal hazards of his investment the probability of find- 
ing any new rolling stock subject to the prior claims of equipment 
creditors and should have realized that such financing was as in- 
evitable as the employment of subsidiary companies to finance 
terminal properties, for instance. It is hard to see any element of 
fraud in the use of such devices or any expropriation of rights on 
which the mortgage investor had reason to count. 

If there is any expropriation, it is at the hands of courts and 
legislators, who have limited the rights of creditors to foreclose their 
mortgages and realize on the pledged property. Recognition and 
confirmation of the contract rights of equipment creditors** widen 
their advantage over the crippled—or, if you will, expropriated— 
other creditors. The Bankruptcy Act has contributed to the pop- 
ularity of equipment issues by confirming their rights while impair- 
ing confidence in alternative forms of financing. To this extent we 
can list expropriation of other creditors, by public authority for 
supposed public purposes, among the factors bearing on the present 
status of equipment financing—perhaps less by strengthening the 

22. The word “lien” is used in a figurative sense; the legal rights of the equipment 
creditors are limited to the rolling stock covered by the obligations which they hold, 


but, if the mortgaged property cannot be successfully operated without this rolling stock, 
their claim may be said to constitute, in fact if not in law, a prior lien to the mortgage. 


23. 49 Stat. 911, previously quoted. 
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equipment issues than by tending to cripple the alternatives. 

No doubt the comparative ease and economy of equipment fi- 
nancing have promoted expenditure on rolling stock rather than on 
other improvements. Such developments as centralized traffic con- 
trol or “push-button” yards are said to offer savings comparable to 
those from “dieselization,”’ if only they can be satisfactorily fi- 
nanced.’ Unfortunately, the methods of equipment financing do not 
seem applicable to these other improvements, if only because such 
properties are not physically mobile. There has been some use of 
conditional sale contracts in connection with a third important labor- 
saving device, namely, automatic roadway-maintenance machinery; 
but the other improvements appear to be dependent either on some 
development which has so far eluded the ingenuity of lawyers and 
financiers, on government aid, or on a general improvement in rail- 
road credit. 

Even in the absence of such aid or improvement, so long as traffic 
continues to move by rail in volume sufficient to create a demand 
for modern and efficient equipment, the equipment creditors should 
be able to count on a market for units which they may have to re- 
possess. That market is not even dependent on the solvency of the 
prospective purchasers, for the efficiency of modern units may offer 
such economies as to attract bids from receivers or bankruptcy 
trustees, who are just as anxious to cut down expenses as the owners 
of the road would be. 

VHistorically, reorganization proceedings have not halted equip- 
ment purchases; they are financed by the trustee or receiver, who 
finds borrowing easier than did the company in the period immedi- 
ately preceding its collapse. The latter period is the time when fi- 
nancing is most difficult, prospective lenders avoiding issues which 
may mean “buying into a lawsuit”; once the property is in the hands 
of the court and the need for new equipment established (perhaps 
in consequence of the company having been unable or unwilling 
to make purchases for months or years previous), financing can 
generally be arranged under protection of the court. In fact, such 
financing becomes essential in reorganization proceedings, which 
may last for years,** and trustees or receivers are frequent borrow- 
ers on equipment obligations.** No doubt their needs were among 
those which Congress had in mind in exempting equipment obliga- 
tions from the limitations of the Bankruptcy Act. In the Court of 

24. From 12 to 25 years for many of the railroads which went into receivership or 
reorganization in the early 1930’s. 


25. Statistics of Railways, note to Table 146-A, various years. 
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Appeals decision in the historic New York Ontario and Western 
case, which upheld this exemption, Judge Frank pointed out that 
if the market for equipment obligations should dry up, “railroad 
reorganization trustees might often be unable to procure needed 
equipment, with the consequence that suspension of operations 
would often be accelerated. . . .””* 

The development that would definitely impair the position of 
equipment creditors would be a decline in traffic so marked as to 
eliminate demand for new and modern equipment. “This may already 
be taking place in the case of passenger cars. A resale market for 
passenger cars, whether on the basis of earning power or of ability 
to reduce losses, may be hard to find, and lenders are reluctant to 
accept them as security” With respect to locomotives and freight 
cars, there is no evidence that equipment financing will dry up, 
save for temporary reductions as the volume of purchases reflects 
declining traffic during recessions in business. In 1958 equipment 
financing fell from the 1957 peak of $640 million to $285 million,” 
which was a little more than in 1954 or 1955 and far more than in 
any year prior to 1947.°° Official data for 1959 are not yet available, 
but information obtained frgm the leading underwriter suggests a 
total around the 1958 figure’ Substantially complete “dieselization” 
has reduced locomotive purchases, as anticipated, but has by no 
means eliminated them, and freight-car buying has continued heavy. 

In summary, equipment obligations have become the chief source 
of external funds for the railroads because the strength of these 
obligations makes them the most economical vehicle for external 
financing and in many cases the only one available. The result has 
been an increase of $2,152 million in equipment debt,”’ which, along 
with internal funds, has provided the capital needed to finance the 
improvements which have so far enabled the railroads to maintain 
service and solvency and to avoid government ownership, in the face 
of rising costs, vanishing passenger traffic, and increasing competi- 
tion. As for the future, equipment obligations seem likely to con- 
tinue the cheapest vehicle of external financing so long as their legal 
status is maintained, new and modern equipment is in demand, and 
private ownership continues. 

26, 215 F 2d 63 (1954) 

27. Statistics of Railways, Tables 148 and 146-A 

Donald MacQueen Street, Railroad Equipment Financing (New York: Columbia 
University Press, 1959), p. 4 

29. From $773 million at the end of 1945 to $2,925 million at the end of 1957, The 

increase is far below the total issued, because of serial instalments retired during the 12 


years, but is in striking contrast with the reduction of $1,409 million in other debt (in- 
cluding reduction effected through reorganization) 
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THE MARKETABLE SECURITY PORTFOLIOS OF 
NON-FINANCIAL CORPORATIONS, INVEST- 
MENT PRACTICES AND TRENDS 


DONALD P. JAcoss* 
Northwestern University 


I. INTRODUCTION 


DURING THE LAST TWO decades, non-financial corporations have 
become increasingly important suppliers of funds to the money mar- 
kets. Their holdings of United States government securities increased 
from $2.2 billion to $16.5 billion between 1939 and 1958. Holdings 
of other short-term securities are included under “Other Current 
Assets” in the estimates made by the Securities and Exchange Com- 
mission.’ Although the exact portion of “Other Current Assets” con- 
sisting of short-term securities cannot be ascertained, the total of 
this account increased from $1.4 to $5.9 billion in the 1939-58 pe- 
riod. Because these large amounts of corporate funds are invested 
in money-market securities, changes in the investment practices of 
non-financial corporations influence relative rates of growth in vari- 
ous sectors of the money market. 

This study has two purposes: to describe the current short-term 
investment practices of non-financial corporations (Sec. II) and to 
indicate significant changes in these practices since 1939 (Sec. III). 
Marketable security portfolios of the largest non-financial corpora- 
tions contain a high proportion of Treasury securities. The yield 
and other characteristics of alternative investments suggest that this 
practice sacrifices substantial income. In the past few years an in- 
creasing fraction of portfolios has been invested in non-Treasury 
securities. Data used in this study indicate that this trend may be 
expected to continue. 


II. DETERMINANTS OF TyPEs oF SECURITIES HELD By 
NON-FINANCIAL CORPORATIONS 
A questionnaire was sent to the financial officers of 250 of the 
largest non-financial corporations. The companies included the 100 


*The author wishes to express his gratitude and appreciation to the John Evans 
Foundation of Northwestern for their financial support of the research underlying this 
project. 


1, Estimates of non-financial corporate holdings of U.S. Treasury securities as well 
as other current-asset items prepared by the Securities and Exchange Commission are 
available quarterly since 1939 (see “Current Assets and Liabilities of United States 
Corporations,” Statistical Bulletin |Washington, D.C.: Securities and Exchange Com 
mission] ). 


34] 





342 The Journal of Finance 


largest industrial corporations and 50 of the largest corporations in 
each of the utility, transportation, and merchandising industries. In 
all cases, size was measured in terms of total assets.” 

The following information was requested: a breakdown by type 
and dollar amount of marketable securities held on December 31, 
1957; a statement of any restrictions on the types of securities 
which may be held and changes in such restrictions during the pre- 
ceding ten years; and a description of personnel responsible for 
investment of the corporate portfolio. 

Two hundred and nine companies responded to the questionnaire. 
These companies accounted for 81 per cent of the marketable se- 
curity holdings of all 250 companies in the sample. The 209 cor- 
porations held more than 45 per cent of all non-financial corporate 
holdings (Table 1). The holdings of each of the asset items of the 
respondent companies were within the fairly narrow limits of 74-85 
per cent of the total holdings of the 250 companies. 

The holdings of the 250 corporations differ significantly from 
those of all non-financial corporations as estimated by the SEC. 
The largest corporations held 45 per cent of total marketable se- 
curities but only 20 per cent of total cash. This concentration of 
holdings of marketable securities is understated, in that, of the 250 
companies, 74 did not hold securities on the survey date. Reasons 
for this concentration may include greater familiarity with money- 
market opportunities among the larger firms and greater incentive 
to invest when the absolute amounts of cash flow are large. 

Table 2 shows the types and amounts of securities held on the 
survey date by the 209 respondent firms. Data are classified by type 
and maturity of securities held. 

United States government securities held outright accounted for 
about 75 per cent of total. The proportion increases to 83 per cent 
if securities held under repurchase agreements, which are usually 
governments, are included. 

2. “The Fortune Directory for 1956,” Supplement to Fortune Magazine, July, 1957. 
In planning the survey, the date for which data would be requested had to be deter- 
mined. The major advantage of a year-end date is the ability to correlate marketable 
security data with other financial data contained in the annual reports; furthermore, 
since year-end data are usually the most readily available, this increases the likelihood 
of response to the questionnaire. The major drawback of a year-end date is that security 
holdings at that time may not be typical of the firm’s usual portfolio because of seasonal 
differences in corporate needs, window-dressing, or attempts to minimize state and local 
taxes, which are usually computed on a basis of the year-end statement. It was decided 
that the advantages of a year-end date far outweighed the disadvantages. The conven- 
tional distinction between marketable securities and investments is made in this paper: 
marketable securities are short-term holdings designed to earn income directly from 


otherwise temporarily idle funds; investments are considered relatively more permanent, 
that is, longer-term profit objectives are of primary importance. 
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TABLE 1 


BALANCE-SHEET DATA (IN BILLIONS OF DOLLARS) OF 250 COMPANIES SURVEYED, 
COMPANIES SUPPLYING MARKETABLE SECURITIES BREAKDOWNS, AND ALL NON- 
FINANCIAL CORPORATIONS, AS OF DECEMBER 31, 1957 

Per Cent of 


Companies Per Cent of 
Replying 250 Total 
SEC Esti- to 250 to All Non- 
Totals 250 Totals 209 mates of Totals§ financial |} 
Companies Companies All Non- Col. 2+ Col. 1+ 
Surveyed* Replyingt financialt Col. 1 Col. 3 
(1) (2) (3) (4) (5) 
Ne na cob ice ; 7.06 5.28 35.0 74.8 20.2 
Marketable securities 10.15 8.20 22.4§ 80.8 45.3 
Current assets...... 61.06T 47.66 239.9 78.0 25.5 
Total assets. ... 196.77 167.10 N.A.|| 84. 9 N. A. 


* These data are from Moody’s manuals for 1958 and corporate annual reports. In some instances the cor- 
porate reporting date was not December 31. Such companies represent a small proportion of the total 


t In many instances holdings of short-term Treasury securities were used to offset a tax liability or segre- 
gated in a reserve fund. When found, these were included in the marketable securities totals and added back to 
current assets and, where appropriate, to total assets. The additions were $2,147 millions to current assets and 
$1,732 millions to total assets. 


t Statistical Bulletin: Securities and Exchange Commission estimates for December 31, 1957. 


§ The SEC categories ‘Government Securities” and “Other Current Assets” are added. Since “Other Cur- 
rent Assets” include assets other than marketable securities, this overstates the SEC estimate of marketable 
securities. 

|| Not available on a comparable basis. 


TABLE 2 


DOLLAR AMOUNTS AND PERCENTAGE DISTRIBUTION OF HOLDINGS OF MARKETABLE 
SECURITIES OF 209 COMPANIES WHICH REPLIED TO QUESTIONNAIRE 
AS OF DECEMBER 31, 1957 





Total Percentage 
Type of Security $(000) Distribution 
U.S. Treasury securities, by maturity, held outright 
NA IER PIE MIN 5 5 e's eats Kern dye 49Gb ewe i Ses 2,174,408 26.51 
Maturing in 91-180 days....... Er er es tert ee 2,290 ,944 27.93 
Maturing in 180 days-1 year..................... oe Wa 1,012,677 12.34 
Maturing in 1-2 years.......... Picdd noma eens 415 ,305 5.06 
Maturing in 2-3 years........ aeuce ca aasead eee 44,257 54 
SC Oh a SONNE OP MUNG. 5 eden cciccnseansescnes 210,277 2.56 
Total Treasuries held outright......................- 6,147,868 74.94 
Securities held under repurchase agreements............... 696 , 897 8.50 
U.S. agency securities.......... Siena aa miercneremtoe a 241,110 2.94 
Tax-exempt securities, held outright 
NE © EU ON oo oi ecines ov ace sicbe mak wom 360 ,474 4.39 
2. Maturing in more than 1 year.................0000- 64,970 .79 
Foreign government securities..................eeeee0e- 21,673 .26 
Finance company directly placed comme rcial NNO o:6i0 ax s 539 , 137 6.57 
Commercial paper (placed by broker)...................-. 8 , 267 .10 
Railroad equipment trust certificates: 

1. Maturing in 1 year or less....... Sates arene crc 5,789 .07 
2. Manturine in more than 1 year.......... 65. ..06.se0000: 482 Nil 
Other corporate bonds, notes, and marketable securities... . . 116,863 1.42 

eds hanwadacatoncsswton ssa rleuace eaaanera ees 8, 203 ,530 100 0 
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Probably more than 75 per cent of the total portfolio matured 
within 6 months. Another 15 per cent matured between 6 months 
and 1 year. United States governnient issues comprised the largest 
part of the remaining 10 per cent maturing in more than 1 year, 
but some longer-term tax-exempts and railroad equipment trust 
certificates were held. The maturity breakdown of United States 
agency securities was not requested; some portion of these holdings, 
probably very small, may be assumed to have matured in more than 
1 year. Investments in repurchase agreements are usually short-term. 
Even if the securities held included some of long maturities, the 
repurchase agreements themselves were almost certainly for a very 
short period. 

A portfolio such as shown in Table 2 is almost devoid of risk of 
default. Some potential loss exists with respect to holdings of tax- 
exempts, foreign securities, and corporate securities. Although no 
breakdown of tax-exempt holdings relative to credit rating is avail- 
able, the extreme conservatism of the rest of the portfolio suggests 
that most of these are in the highest-rated categories. Securities of 
foreign governments, other than Canadian government obligations, 
consist mainly of statutory holdings of companies operating abroad 
and so are not subject to normal investment decisions. In the final 
category, bankers acceptances are virtually riskless; corporate 
stocks and bonds, also included in this category, carry some risk of 
default. However, the bulk of these is held by railroads and may 
be more appropriately listed as “investments” than as “marketable 
securities.” An extremely small amount of railroad equipment trust 
certificates was held by non-financial corporations. 

The concentration of holdings in short maturities reduces not 
only the risk of loss through default but also the risk of capital 
loss through changes in interest rates. A large portion of the port- 
folio is purchased to be held to maturity, and even if some securities 
must be sold, extreme interest-rate fluctuations could result in only 
minimum capital losses. 

Table 3 presents data on yields available on December 31, 1957, 
on the important types of securities held. 

Repurchase agreements have virtually the same risk of default as 
Treasury securities. Their yields are negotiated by the purchasing 
corporation and the selling dealer in Treasury obligations and are 
usually between one-eighth and one-fourth of 1 per cent above the 
available yield on a Treasury obligation of similar maturity. 
Although United States agency securities are not guaranteed by 
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the United States government, it is widely felt that Congress would 
feel morally obligated to redeem these issues in the event of im- 
minent default. Five agencies have made substantial public offer- 
ings of their securities. Most original offerings are of short or in- 
termediate maturities. Substantial trading is done in the secondary 
market. Yields of these securities are closest to the yields of Treas- 
ury obligations,* but the difference of only ten basis points is prob- 
ably less than usual. 

Nine finance companies sell their own commercial paper. Public 


TABLE 3* 


SHORT-TERM SECURITY YIELDS, ON DECEMBER 31, 1957 


Type of Security Yields 

U.S. Treasury securities: 

91-day Treasury bills—new issues........... 3.102 

Whaturity OF F-22 MOMENG. 2.0 oo civic cee csees 3.09 

Maturity of 3-5 years.................000% 3.04 
U.S. agency securities, 46 months’ maturity... 3.207 
Repurchase agreements with government bond 

sienna wage ane oor etem ent aciaenag at 4 to 1 per cent 


above yield on 
security pledged 

Directly placed commercial paper: 
Demers i S-29 GAYS... 6 ce cee cece ces 2.75 
Maturing i in 30-89 days Saitek fees Mbeseecraed 3.38 
3.50 
3 


Maturing i in 180- 265 ai Ae pare perenne 63 

Maturing i PN sg Saree cess care ate a 3.75 
Broker-placed commercial paper, 4-6 months’ 

ee Oe ere eet 3.75-4.13 


* Sources: Treasury Securities, Federal Reserve Bulletin; United States agency securities, 

. F. Childs & Co.; repurchase agreements with government bond dealers, C. F. Childs & 
C o. Directly plac ed commercial paper, Wall Sireet Journal; broker- plac ed commercial 
paper, Wall Street Journal. 

t To compute the yield on 4-6 months’ maturity, the offering sheet of C. F. Childs & 
Company for December 31, 1957, was used. Five types of agency securities were included: 
Feder al Land Bank, Federal Home Loan Bank, Federal National Mortgage Association, 
Banks for Co-operatives, and Federal Intermediate Credit Banks. Ten quotations were 
found in the 4-6-month maturity class. Yields after tax were used and then blown up to a 
pretax basis. This was done because some of the securities were selling at a premium and 
the capital loss at maturity had important yield effects. The yield shown is the arithmetic 
mean of the ten quotations. 


offerings are made at stated rates of discount, usually in five classes 
of maturities. Rates are usually graduated one-eighth of 1 per cent 
between classes, and yields are one-eighth to one-half per cent 
greater than the yields on similar maturities of Treasury bills. Di- 
rectly placed commercial paper is sold in any amount from five 
thousand dollars to many millions of dollars. The buyer specifies 

3. For a complete discussion of the characteristics of United States government and 


agency securities see Securities of the United States Government (18th ed.; Boston: 
First Boston Corp., 1958). 
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the dollar amount and maturity desired. There is no organized sec- 
ondary market, but the issuing companies make an “unofficial” com- 
mitment to repurchase, should the buyer unexpectedly need to 
liquidate.* 

Broker commercial paper consists of short-term promissory notes 
issued by very highly rated companies and sold through brokers. 
Yields on these notes vary between one-eighth and three-fourths of 
1 per cent above those on directly placed commercial paper of the 
same maturities, depending on the relative credit rating of the is- 
suing company. The notes of individual issues are available only 
in limited amounts and for stated maturities. Commercial paper of 
many companies is available at any time, so that the buyer has a 
wide selection of maturity and issuing companies from which to 
choose. 

It is extremely difficult to compute a representative yield on tax- 
exempt securities as held by non-financial corporations. A large part 
of these securities is issued with long maturities. Corporate pur- 
chases are mainly in the secondary market of securities near their 
maturity dates. In recent years yields on tax-exempts have risen 
relative to those available in other markets. This has been attributed 
mainly to the great increase in supply, which has necessitated selling 
to lenders in lower-income tax brackets.° The 52 per cent income 
tax rate on corporations indicates that a substantial after-tax yield 
differential exists between tax-exempts and Treasury bills. 

This discussion of characteristics and yields of marketable se- 
curities available to managers of corporation portfolios suggests 
that considerable income was lost as a result of undue conservatism. 
Holdings of fewer Treasury instruments and larger amounts of 
alternative money-market securities of the same maturities would 
have substantially increased income derived from the security port- 
folio of most of the companies included in the 250-firm sample. 

A part of the explanation of the extreme conservatism exhibited 
in corporate short-term investment policy lies in the function of the 
funds invested in marketable securities. These funds are earmarked 


4. Additional descriptions of finance company commercial paper, commercial paper 
sold through brokers, and tax-exempt securities, respectively, are available in Donald P. 
Jacobs, “Source and Costs of Funds for Large Sales Finance Companies,” Consumer 
Installment Credit, Conference on Regulation, II, 1 (Washington, D.C.: Board of 
Governors of the Federal Reserve System 1957), pp. 363-79; Herbert V. Prochnow 
and Roy A. Foulke, Practical Bank Credit (2d ed.; New York: Prentice-Hall, Inc., 
1950); Roland I. Robinson, The Post War Market for State and Local Government 
Securities (New York: National Bureau of Economic Research, 1960). 


5. Robinson, op. cit. 
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for future use or are kept as a liquidity reserve. The expected re- 
turn in both uses is very high relative to the yields available in the 
money markets. Moreover, although corporate cash budgeting has 
made great strides in the past decade, there is much uncertainty 
as to when substantial portions of the marketable securities port- 
folio will have to be liquidated. 

This cannot be the entire explanation. It may account for the 
short maturity of the portfolio but not for the preponderance of 
Treasury issues. Two additional explanations of this conservatism 
are institutional in nature. The first concerns directives issued to 


TABLE 4 


STATED RESTRICTION ON INVESTMENT 
OF SHORT-TERM EXCESS CASH 


No. of 
Type of Security Companies 

U.S. Treasury—Bills only.......... ea gee 16 
a re 27 
ee hak Ep, eee eee eee 4 
eB re 22 
Total US. Treasury—only «...... 5.0 ccc ccccees. 69 
U.S. Treasury and agency securities. ...... rey 9 
arr cites era etki susan es 4 
Direct!y placed commercial paper............... 9 
ree 1 
Agency and directly placed commercial paper... . 6 
Tax-exempts and directly placed commercial paper 9 
38 

No restrictions or all four enumerated types of securi- 
EE ere PM pose a neg en Wa Site das 39 
oo I PE Oe eee 146 


the officers charged with management of the corporation port- 
folios; the second concerns the training and ability of these officers 
and the time they are able to devote to this activity. 

Replies to the questionnaire concerning restrictions imposed on 
portfolio managers are tabulated in Table 4. Restrictions refer only 
to type of security, except that, for companies which restrict their 
purchases to Treasury securities, a breakdown of maturity restric- 
tions is also shown. A large number of companies with broader re- 
Strictions on the types of securities that could be purchased also 
reported maturity restrictions. As shown in Table 4, almost half ° 
the respondent companies restrict their investments to Treasury 
securities. A quarter specified Treasury securities and one or two 
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additional permissible instruments. The remaining quarter had no 
stated restrictions or enumerated all four major instruments. 

Replies to the questionnaire concerning the officer charged with 
management of the marketable securities portfolio indicated that 
122 portfolios were managed by the corporate treasurer, 43 by a 
specialist or group of specialists, and 6 by the financial vice-presi- 
dent or by action of the board of directors. These data indicate that 
a large portion of corporate portfolios is managed as a part-time 
activity of a corporate officer with many additional important duties. 
He would not have the time to seek out and evaluate investment 
opportunities as thoroughly as a fui'-time specialist, but, more im- 
portant in many instances, the amount of income foregone may not 
be correctly gauged by an officer with little knowledge of money- 
market opportunities. 


IIT. TREND IN CORPORATE SHORT-TERM INVESTMENT PRACTICES 


Little is known of the magnitude and composition of marketable 
security portfolios of non-financial corporations during the 1920’s 
and 1930’s. In the mid- and late 1920’s, non-financial corporations 
held sizable amounts of Treasury securities as well as issues of 
states, territories, and local political subdivisions.* In 1926 non- 
financial corporations held $2.9 billion of tax-exempt securities, of 
which $2.3 billion were Treasury securities and $0.5 billion were 
issued by states, territories, and local governments.’ After 1926 this 
detailed breakdown is no longer available; all tax-exempt securities 
are entered in total. Total holdings of tax-exempt securities reached 
a peak of $3.4 billion in 1928. Thereafter they declined irregularly 
to a low of $1.7 billion in 1940. During the war and postwar years, 
holdings of Treasury securities increased rapidly. No comparable 
rise in holdings of tax-exempt securities occurred. 

Even less is known of the magnitude of non-financial corporate 
holdings of securities other than tax-exempts during the interwar 
period. References are made in the literature to purchases of com- 

6. Treasury Department, U.S. Government, Statistics of Income (Washington, D.C.). 
Holdings of these securities by all corporations that file tax returns are shown. Holdings 


of financial corporations—finance banking, insurance, real estate, holding companies, 
etc.—are subtracted to derive holdings of non-financial corporations. 


7. Until December, 1940, all Treasury securities were entirely exempt from normal 
income tax, and some were also exempt from surtax and excess profits taxes. Moody’s 
Municipal and Government Manual describes the exemptions on each issue. Treasury 
securities without tax exemption were first issued in December, 1940; securities of state 
and local governments continue exempt from federal taxation. 
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mercial paper® and to corporate participation in the supply of funds 
to the call-loan market.® Frederich Lutz has suggested that a large 
part of marketable securities held by manufacturing corporations 
during the 1920’s was in common stocks.’® 

Holdings of stocks point to the probability that large capital losses 
were incurred during the 1929-32 period when stock prices fell. 
Treasury bond prices were relatively stable during 1930 and early 
1931; in late 1931 prices dropped and reached their low in Feb- 
ruary, 1932. Prices of high-grade municipals followed this same 
pattern, reaching a low in March, 1932."* Moreover, defaults and 
postponed redemptions occurred on many municipal, local-improve- 
ment, and other types of tax-exempt bonds. It would seem that the 
bond market became very thin during this period, in which case 
attempts to liquidate large holdings would have sharply depressed 
prices. This greatly reduced the liquidity of such holdings. 

Thus at precisely the moment when liquid funds would have been 
most useful, in light of the decline in prices of real assets and dis- 
locations of credit relationships, large losses and substantial illiquid- 
ity developed in corporate assets held to meet these contingencies. 
Extreme conservatism may have developed from these experiences. 
Although no direct evidence is available, it is likely that existing - 
restrictions imposed by boards of directors on managers of cor- 
porate portfolios are a legacy of this period. 

The growth in corporate cash flows during the 1940’s and 1950’s 
greatly increased the quantity of corporate cash available for short- 
term investment. Until recently, all but a small fraction of these 
funds was invested in Treasury securities. Data in Table 5 suggest ° 
the beginning of a trend toward investment in non-Treasury issues. 
Treasury securities, including repurchase agreements, declined from 
more than 95.7 per cent of total holdings in 1951 to 83.5 per cent in 

8. Roy A. Foulke, The Commercial Paper Market (New York Bankers Publishing Co., 
1931), p. 11; Benjamin H. Beckhart, New York Money Market (New York: Columbia 


University Press, 1932), III, 234. Both references state that the amount of commercial 
paper held by corporations was negligible. 

9. Broker’s loans for the account of others were made in substantial amounts through 
the 1920’s. Although no statistics are available indicating the distribution of loans among 
non-bank leaders, it is widely believed that non-financial corporations supplied a large 
part of the funds during 1929. For data on outstandings see Banking and Monetary Sta- 
tistics (Washington, D.C.), p. 494. For a discussion of the effects of this movement see 
J. Marvin Peterson, “The Customers’ Loan Market,” Journal of Political Economy, 
XII (1932), 83. 


10. Frederich A. Lutz, Corporate Cash Balances, 1914—43 (New York: National Bu- 
reau of Economic Research, 1945), p. 56. 


11. Banking and Monetary Statistics, p. 470, shows yields on Treasury bonds and high- 
grade municipals during this period. Price movements were inferred from the yields. 
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1957. Since almost 93 per cent of the holdings were in Treasury 
securities in 1954, the major part of this movement away from 
Treasury issues took place after 1954. 

The increased proportion of non-Treasury securities follows from 
the growth in holdings of tax-exempts, directly placed commercial 
paper, and United States agency issues. A possible explanation of 
this shift is that yield differentials between Treasury and non-Treas- 
ury issues may have widened. Table 6 lists annual averages of 
average monthly yields of Treasury issues and directly placed com- 
mercial paper. The data show no trend toward an increasing differ- 
ential. Moreover, if a relevant measure of the differential is the ratio 
of the two rates (col. 4), the differential has actually narrowed. In 

TABLE 5* 
COMPOSITE MARKETABLE SECURITY PORTFOLIO OF 100 OF LARGEST 
NON-FINANCIAL CORPORATIONS, DECEMBER 1951, 1954, AND 1957t 


Dollar Dollar Dollar 

Amounts Per Cent Amounts Per Cent Amounts Per Cent 
in $(000) Distri- in $(000) Distri- in $(000) Distri- 
12/31/51 bution 12/31/54 bution 12/31/57 bution 


U.S. government 

securities 7,646,018 95.68 8,069,438 92.78 5,179,246 73.79 
Securities held un 

der repurchase 

agreements with 

dealers. . . | ere ee 683 .897 9.75 
Directly placed 

commercial pa 


per.. ; 232,975 2.92 342 ,047 3.93 439 ,027 6.26 
Tax-exe mpt securi 

ties... 4,240 0.05 145 ,960 1.68 379 , 282 5.40 
U.S. agency securi 

ties. . 88 ,600 1.08 103 , 290 1.19 193 ,150 2.95 
Broker-placed com 

mercial paper. .. N.L. 7 EB. hie ie 18,767 0.27 
Foreign govern- 

ment securities. 20 ,631 0.26 fs Seas 14,122 0.20 


Railroad equip 

ment trust cer- 

tificates... 738 0.01 13 ,828 0.16 5,789 0.08 
Other corporate 

bonds, notes, 

marketable secu 

rities, N.E.C.... N.L. s arecolke 22,818 0.26 105 ,271 1.50 





Total........ 7,991,202 100.0 8, 697, 381 100.0 0 7,018,551 100.0 


* Sources: 1951 data, John S. Sprowls, “Short-Term Investment Practices of Large Non-financial Corpora- 
tions” (unpublished MBA essay, U niversity of Pittsburgh, 1953), p. 12. 

1954 data, Douglas M Smith, ‘ ‘Short-Term Investment Policies of Non-financial Corporations’ (MBA essay, 
Graduate School of Banking conducted by the American Bankers Association at Rutgers University), p. 9. 

1957 data: these are derived from the Survey reported in Sec. II of this paper. 

t The 1951 data cover 98 companies, 93 of which responded to the questionnaire. Data for 5 of the 7 com- 
panies not responding were obtained from their financial reports and other sources (Sprowls, op. cil., p. 9). 

The 100-company list used in the 1951 survey was also used fo. 1954 and 1957. 

The 1954 data cover 96 companies, 82 of which ougpuet, a breakdown in full; data for the additional 14 
companies came from published materials (Smith, of. cit., p. 9). 

The 1957 data cover 6 companies which supplied Seutboahe of their holdings. No attempt was made to 
use published materials to supplement the survey data. 


t N.L.—Not listed in survey. 
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the period 1946-57, total outstandings of directly placed commercial 
paper increased more than $2 billion. It must therefore be concluded 
that a widening in the yield differential between these two types of 
securities cannot explain the relatively large increase in holdings of 
commercial paper by corporations. 

Yield data on other types of short-maturity securities held by 
non-financial corporations are not available. The yield on tax-ex- 
empts with twenty years to maturity has increased relative to the 


TABLE 6* 


AVERAGE ANNUAL YIELDS ON TREASURY BILLS AND DIRECTLY 
PLACED COMMERCIAL PAPER, 1946 TO 1957 


AVERAGE MontH-Enp YIELD ABSOLUTE RELATIVE 
Directly DIFFEREN- DIFFERENTIAL 
Placedt TIAL Per CENT CHANGE IN 
Treasury Commercial Col. 2-— Col. 2+ OUTSTANDINGS 
BillsT Paper Col. 1 Col. 1 (tn MILLIons) 
YEAR (1) (2) (3) (4) (5) 
 _——aeo 0.781 0.41 109 + 56 
Sb eivsidcuns 0.604 0.959 0.36 60 + 98 
I ia assesses 1.04 1.35 0.31 34 +183 
Sisk micengs 1.10 1.46 0.36 33 +170 
Se 1.22 1.42 0.20 16 + 6 
RRR rae 1.55 1.89 0.34 22 +308 
ES. ites eele axe 1.77 2.16 0.39 22 +314 
a ee 1.94 2.34 0.40 21 +187 
eee 0.95 1.41 0.46 48 —192 
aaa 1.75 2.03 0.29 17 +310 
Se 2.66 3.08 0.42 16 +150 
DE iitnaarteaas 3.26 3.56 0.30 9 +455 


* Source: Treasury Bill Yields, Federal Reserve Bulletin; commercial paper yields, 1946-55, Jacobs, op. cit., 
pp. 410-11; 1956-57, Wall Street Journal; directly placed commercial paper outstandings, 1946-55, Jacobs, op. 
cit., pp. 412-13; 1956-57, Federal Reserve Bulletin. 


t Yield on new issues of 91-day Treasury bills. 

t Yield offered on 90-179-day commercial paper by the General Motors Acceptance Corporation 
yield on Treasury issues of the same maturity. However, it is not 
certain that a comparable widening has occurred in the yields of 
securities with one year or less to maturity. The relative rise in 
yields on tax-exempts, noted above, suggests that some widening 
has occurred. The prevailing high level of corporate tax rates, how- 
ever, has probably made these securities attractive during the entire 
postwar period. 

A positive yield differential between Treasury and non-Treasury 
securities is a necessary condition to any purchase of the latter. 
Yield data compared with corporate marketable security holdings 
suggest, however, that during the past few years substantial amounts 
of corporate funds were transferred from the Treasury to non- 
Treasury markets with stable absolute-yield differentials and fall- 
ing relative-yield differentials. 

The discussion in Section II of this paper leads to the suggestion 
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that the major explanation of changes in the composition of corpo- 
rate portfolios may lie in changes in the attitudes of the managers of 
these portfolios. The data indicate that corporate investors more and 
more believe that the existing differential in yields between Treasury 
and non-Treasury securities is not warranted by differences in risk 
and liquidity. To some extent this development is an outgrowth of 
the large increase in the amounts of funds passing through corporate 
accounts. This has increased the incentive for management either 
to place the portfolio in expert hands or to increase the attention 
devoted to this duty by the responsible corporate officer. There is 
also some reason to believe that a large part of the change in atti- 
tude is attributable to the efforts of the sellers of non-Treasury 
securities. 

Changes in restrictions placed on portfolio managers are an indi- 
cation of and also contribute to the trend. In most instances changes 
are initiated by a request from the financial officer to the board of 
directors. Of 146 companies responding to the question on restric- 
tions, 23 stated that these had been substantially reduced in the 
last ten years. Of these, 10 companies are included among those in 
the sample in Table 5. 

It is difficult to forecast how large a portion of non-financial cor- 
porate marketable securities portfolios will eventually be composed 
of non-Treasury issues. Data presented in this study suggest that an 
additional large fraction of the holdings of corporations could profit- 
ably be shifted to the non-Treasury markets. Such a shift would not 
materially alter the existing yield differentials; the supply of these 
securities is highly elastic. 

The growing sophistication of corporate short-term investment 
portfolio managers is likely to have far-reaching effects on estab- 
lished relationships in the money markets. Corporate portfolio man- 
agers have large amounts of funds available for investment. Their 
growing willingness to purchase non-Treasury securities, as evi- 
denced by the large increase in their holdings of directly placed 
commercial paper and the growth in the number and value of re- 
purchase agreements with government bond dealers, is certain to 
entice other issuers of money-market securities to tailor offerings to 
the desires of corporate investors. An indication that such changes 
are under way is the increase in the number of companies selling 
their commercial paper directly, changes in the sales procedures of 
commercial paper houses, and the recent announcement that the 
Federal National Mortgage Association will sell a short-term secu- 
rity closely resembling directly placed commercial paper. 
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CREDIT CONDITIONS AND PRICE DETERMINATION 
IN THE CORPORATE BOND MARKET 


ANDREW F. BRIMMER* 
Michigan State University 


I. INTRODUCTION 


THE CORPORATE BOND market provides an interesting paradox of 
the pricing process: When interest rates are high, newly issued cor- 
porate bonds are usually offered to investors at yields substantially 
above those currently provided by seasoned corporate obligations of 
comparable quality and maturity. As credit becomes more readily 
available, the differential between new and seasoned bond yields 
narrows appreciably and may even become negative.* 

Persons familiar with the operation of the corporate bond market 
seem to have no doubts about the reality of the yield differential. 
Its existence and behavior under changing credit conditions are 
plainly observable in the results of a comprehensive study of the 
corporate bond market covering the period 1900-1944. The author 
of this study commented on the differential as follows: 


So far as we have been able to determine . . . the market was usually willing 
to pay a premium for seasoned issues, so that they sold at a relative advantage 
as compared with new bond offerings. Through 1931, new money offerings ex- 
ceeded repayments, and the new issues were generally floated at yields above 
those of old issues. The situation was reversed, however, after 1931. From 1932 
on, repayments usually exceeded new-money offerings, and total outstandings 
declined. Moreover, outstanding issues were called and refunded in large vol- 
ume at the low rates of interest of the thirties. Since only the best of the out- 
standing issues sold in the open market in that period sufficiently close to their 
call prices to make refunding attractive to the issuing corporations, the new 
refunding issues could usually be floated under the averages prevailing on out- 
standings. . . . Funded debt has expanded rapidly since 1944, and most of the 
older issues have recovered from their depression lows. Although comprehensive 


* An earlier draft of this paper was prepared while I was an economist with the Federal 
Reserve Bank of New York. The views expressed, however, are my own and not those 
of that institution. I wish to express appreciation for helpful comments by two of my 
former colleagues at the Bank, Jack Guttentag and Haskell Wald; my colleagues at 
Michigan State University, especially Carl Brehm, Herbert Kisch, Abba Lerner, and 
Thomas Mayer, have also made helpful comments. Finally, I wish to thank Moody’s 
Investors Service for the assistance they gave. I alone, of course, am responsible for any 
errors which may remain. 


1. Although this paper focuses on price determination in the corporate bond market, 
the ready availability of bond-yield indexes makes it more convenient to conduct the 
discussion in terms of the behavior of bond yields rather than bond prices. 
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data for the recent period are not available, examination of a number of offer- 
ings indicates that the relationship between the yields on new and old issues has 
reverted to the pre-depression pattern. The implication is that short-run trading 
profits may frequently be obtained by those who purchase new issues at offer- 
ing and hold them until they have seasoned on the market.? 


The yield differential may to some extent reflect the variety and 
different quality of the bonds included in the various indexes meas- 
uring yields.* Once an issue is assigned a rating—which presumably 
indicates its investment quality—this does mot mean that it simply 
becomes another unit in a homogeneous class of bonds. Within the 
rating groups, bonds will still possess qualitative differences derived 
from the relative positions of individual corporations and other 
differences related to the maturity, coupon rate, call price, conver- 
sion rights, and other features. However, there does appear to be a 
general tendency for market participants to accept corporate issues 
with the same rating as similar obligations. 

Given this general tendency /the yield differential is particularly 
intriguing because one would normally expect arbitrage to erase 
such differences between bonds possessing essentially the same risk, 
maturity, and similar yield-determining characteristics. Traders in 
corporate bonds are reported to be extremely alert to even the 
slightest profit opportunity. Yet the yield differential seems to sug- 
gest that they do not readily switch from seasoned issues (which 
would depress their prices and raise their yields) into comparable 
new bonds currently appearing on the market, although the latter 
could be acquired at prices below those prevailing on outstanding 
obligations AOf course, there is a slight tendency toward this result; 
when an especially large corporate flotation is impending, some in- 
vestors liquidate items held in their portfolios with the expectation 
of replacing them with the forthcoming issue. However, the fact 
that the yield differential persists suggests that factors are at work 
which limit the effectiveness of arbitrage in this market. 

Persons with expert knowledge of the corporate bond market have 
for years been aware of the market imperfections underlying this 
pricing paradox, but it only recently became possible to show sys- 

2. W. Braddock Hickman, Corporate Bond Quality and Investor Experience (Prince- 


ton: Princeton University Press, published for the National Bureau of Economic Re- 
search, 1958), pp. 297-99. 


3. Bonds are currently rated by three leading companies: Moody’s Investors Service, 
Standard & Poor’s Corporation, and Fitch Investors Service. Each of these firms also 
prepares yield indexes as part of its investment advisory services. All these indexes are 
widely accepted because the companies’ rating systems enjoy a semiofficial status; the 
rating they assign to a particular bond determines its acceptability to various federal 
and state bank examiners as an investment outlet for fiduciary funds. 


& 
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tematically the size and short-run behavior of the yield differential 


- between new and seasoned corporate bonds. This possibility arose 
er. when Moody’s Investors Service began in July, 1957, to publish 
indexes of yields on newly issued corporate bonds and subsequently 
- extended them back to January, 1951.* The publication of the new 
mm series also opened the way for more significant analyses of changing 
ly credit conditions in the corporate bond market. For example, when 
ly new indexes are compared with Moody’s indexes of yields on out- 
“a standing corporate bonds, it is clear that the impact of credit 
~ stringency on the cost of long-term borrowing during 1956 and 
a most of 1957 was much more severe than was indicated by the in- 
-. dexes of yields on seasoned issues. ~ 
= J This paper presents an economic analysis of price-making in the 
on corporate bond market as reflected in the behavior of corporate bond 
’ yields since January, 1955. The analysis rests heavily on the in- 
ly dexes of new- and seasoned-bond yields published by Moody’s In- 
o vestors Service. The first objective is to show that, since early 1955, 
k new-issue yields have presented a more accurate description of 
in changing credit conditions than have yields on seasoned obligations. 
ne This task is taken up in Section II. Second, a brief summary of the 
| techniques employed by Moody’s in constructing its yield series is 
ch presented in Section III. Finally, an attempt is made to account for 
ble the greater sensitivity of new-issue yields to changing credit condi- 
on tions/It will be argued that the greater variability of new corporate 
ing bond yields compared with those on seasoned issues (apart from the 
It: differences inherent in the issues themselves) is explained by the 
a, fact that participants in the market for new corporate issues re- 
on) _ Spond more quickly to the changing availability of commercial bank 
aot credit than do participants in the secondary market. This explana- 
valk tion is set forth in Section IV. oi 
II. RECENT BEHAVIOR OF CORPORATE BOND YIELDS 
a Data in Chart I show the trend of yields on newly issued and 
ys seasoned corporate bonds during the period 1955-59. These data 
suggest that the spread between new and seasoned yields was rather 
7 narrow during most of 1955, although the trend was rising for both 
types of yields during the first eight months of the year. Toward 
vice, the beginning of the fall, yields began to drift downward, reflecting 
= “... in part a switch from short-term to long-term instruments by 
the | some investors apparently in the expectation that monetary policy 


leral , , 
4. It will be noted that Hickman’s study for the National Bureau cited above was 
published in 1958. 
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would become less restrictive and interest rates would decline in 
the near future. . . .”° When the expected change in monetary policy 
failed to develop, however, bond yields began to advance again in 
the closing months of 1955. 

In the last quarter of the year, corporate bond yields stabilized, 
and the plateau lasted through the first quarter of 1959. The less- 
ened pressure apparently resulted from the market’s conviction 
that monetary policy was not becoming severely restrictive and 
from the reduced demand for funds. The easing was especially 
noticeable in the new-issue indexes, and the yield spread narrowed 
for eacn of the four rating groups. 

In early 1956, the small volume of new offerings placed little 
strain on new-issue yields, which (except for yields on new Baa- 
rated obligations) were practically the same as those on seasoned 
’ corporate bonds. This stability in the yield indexes reflected a mod- 

erate slackening in the pressure exerted by the monetary authorities 
on bank reserves—an easing which, in turn, was prompted by grow- 
ing uncertainty about business prospects. In late March and early 
April, market expectations, as reported in the financial press, became 
increasingly optimistic as announcements of investment plans by 
' business firms forecast a renewed expansion in the demand for 
funds, and the costs of borrowing by corporations rose almost with- 
out interruption throughout the remainder of 1956, with the up- 
| surge in interest rates on newly sold issues considerably exceeding 
the advance in seasoned yields. By the last quarter of the year, 
newly floated high-grade bonds were being distributed at yields 
' ranging between 4 and 43 per cent—more than one-third above the 
, return on seasoned issues of comparable quality. 
As anticipations of improving business conditions became more 
firmly held during the latter part of 1956, it is reported that in- 
+ -vestors began increasingly to defer their acquisitions of long-term 
obligations. These decisions to wait for still higher yields, of course, 
were instrumental in inducing potential borrowers so to modify their 
, obligations that interest rates did in fact move higher. While a sig- 
nificant number of corporations chose to postpone selling bonds, 
others chose to offer even more attractive lending terms, including 
more liberal call features, as well as higher yields to investors. 
During 1957, yields in the corporate bond market experienced 
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5. Federal Reserve Bank of New York, Annual Report, 1955, p. 37. Information on 
credit conditions is reported by numerous financial papers and journals. The present 
survey is based on reports in the New York Times, the Wall Street Journal, the Monthly 
Review of the Federal Reserve Bank of New York, and that bank’s Annual Reports. 
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considerable variation, with yields on newly sold issues again show- 
ing the widest swings. As the volume of flotations set new records 
in the spring and summer months, new-issue yields climbed rapidly 
to historic levels and drifted along a high plateau until the middle 
of November, when the monetary authorities switched from a policy 
of restraint to one of vigorous ease. Following this change, new- 
issue yields fell sharply as investors rushed to employ their funds 
in anticipation of further declines in the rate of return. Yields on 
seasoned corporate obligations followed essentially the same pattern 
as new-issue yields throughout the year, but the differential between 
them widened steadily until the change in credit policy induced a 
reversal in the trend of yields. 

In the first quarter of 1957, yields on newly sold corporate issues 
advanced only slightly, while seasoned yields (although they de- 
clined in February and March) were substantially higher than in 
the previous quarter. Thus the yield advantage to investors of new 
over seasoned issues was cut by roughly half. New-issue yields took 
another spurt in the second quarter, however, as the heavy flow of 
new issues generated considerable congestion in the market. The 
rising backlog of undistributed bonds in the hands of underwriters 
plus the lengthening schedule of planned new offerings, according to 
bond dealers, induced many investors to suspend participation in 
the long-term market in anticipation of still higher yields. This 
situation prevailed through the summer, as the traditional summer 
lull in bond sales failed to materialize. Although the gap between 
newly issued and seasoned bonds became smaller in July and Sep- 
tember (due to relative stability in new-issue yields, while those on 
seasoned obligations rose somewhat), new high-grade corporate 
bonds were offered to the public at yields which averaged one-quar- 
ter more than those on similar outstanding issues. During the final 
quarter of the year, however, both new-issue and seasoned yields 
dropped precipitately, once the change in credit policy made bank 
reserves more readily available. 

Yields on both seasoned and newly issued corporate bonds con- 
tinued to fall rapidly during most of January, 1958, as the market 
made further adjustments to easing credit conditions. Again the 
pace of decline was greater for new issues; the yield advantage of 
new over seasoned bonds narrowed further and was negative in sev- 
eral cases. In February and March, however, under the impact of 
heavy corporate bond flotations and uncertainties arising from U.S. 
Treasury borrowing in the long-term market, the downtrend in cor- 
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porate bond yields was reversed. The advance in new-issue rates 
during this two-month period far outstripped the rise in seasoned 
yields. The differential was partly erased in April, as interest rates 
on corporate bonds receded again, but the trend was mixed in May. 
During that month, press accounts indicated that the market was 
particularly affected by expectations that the Treasury would bor- 
row long-term funds in June. 

When the Treasury did, in fact, borrow $1 billion in early June 
by selling a 27-year bond, the immediate impact on the corporate 
bond market was relatively slight. The relative stability of prices 
and yields on corporate securities partly reflected the fact that most 
potential corporate borrowers deliberately refrained from entering 
the market while the Treasury issue was still pending. After mid- 
June the general weakness in the government securities market 
spread to the corporate bond sector, and yields on newly offered 
obligations began to climb again. In addition, several large offerings 
scheduled for sale were postponed because of the unsettled market. 
This heavier market tone continued through July and was intensified 
in August; in both months developments in the corporate market 
were partly in sympathy with price movements in the government 
securities sector but also reflected the sizable flotation of new cor- 
porate issues. In the middle of July a new $300 million U.S. Steel 
bond issue (rated Aa by Moody’s) afforded investors a yield of 
3.97 per cent; this may be compared with a yield of approximately 
3.72 per cent for a similar issue in January. 

During August the corporate bond market was congested, and 
new issues were distributed at yields which in some instances were 
as much as 50 basis points above yields on similar obligations sold 
in July. A substantial volume of proposed flotations was postponed 
because of the general tightness of long-term funds. In addition, the 
experience of underwriters indicated that investors became more 
hesitant to take up recently offered bonds as announcements of 
borrowings scheduled for September suggested a continued advance 
in interest rates. Early in September, the largest corporate debt 
issue ever underwritten in this country ($350 million of Aa-rated 
Sears, Roebuck and Company debentures) was offered to investors 
at a yield of 43 per cent—a gain of 78 basis points since mid-July 
in new-issue yields on comparable obligations. By the end of Sep- 
tember, yields on the highest-grade corporate bonds newly offered 
to the public were averaging about 4.56 per cent, almost one full 
percentage point above the low point reached in June and only 
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about 25 basis points below the postwar high reached in October, 
1957. 

Considerable pressure reappeared in the corporate bond market 
early in the second quarter of 1959 and remained strong throughout 
the rest of the year. Even the uncertainties associated with the steel 
strike produced only modest easing, and in the final months of the 
year corporate bond yields stood at 25-year highs. As happened in 
1957 and the last half of 1958, new-issue yields registered the 
largest advance, and the yield spread widened again. The widening 
was especially noticeable in the highest-rating groups. By the fourth 
quarter, the average yield on newly offered Aaa corporate bonds 
was 5.15 per cent; this produced a differential of 58 basis points 
over seasoned yields, which was more than three times the excess 
during the January-March months. Newly issued bonds rated Aa 
were yielding an average of 5.16 per cent in the final months of the 
year, and the spread of 43 basis points was about double that in 
the first quarter. Yields on newly issued A-rated bonds rose to an 
average of 5.23 per cent in the fourth quarter and lifted the dif- 
ferential to 36 basis points, compared with 23 in the first quarter. 
In the Baa group, average yields on newly issued and seasoned 
bonds rose to the same extent, keeping the yield spread unchanged 
at 23 basis points. 

Thus, in the closing months of 1959, the corporate bond market 
remained under persistent pressure. As activity in many fields dis- 
played a strong resurgence (thus suggesting a continued vigorous 
demand for long-term funds), investors began once again to insist 
on progressively higher yields as an inducement to take up newly 
issued bonds. 


III. Nature, CONSTRUCTION, AND LIMITATIONS OF Moopy’s 
INDEXES OF CORPORATE BOND YIELDS 


A. Indexes of seasoned corporate bond yields—-Moody’s series 
on seasoned corporate bonds are intended to measure average market 
yields on a representative sample of outstanding bonds classified by 
industry (railroads, public utilities, and industrials) and by rating 
groups (Aaa, Aa, A, and Baa). Moody’s statisticians try to include 
ten issues in each of the twelve categories of bonds. Because of the 
scarcity of satisfactory issues, however, in December, 1959, the 
rail group had only seven issues in the Aaa and five in the Aa cate- 
gories; there were eight issues in the Aaa industrial group. All the 
other classifications had ten bonds each. Some attempt is made to 





6. Moody’s Bond Survey, December 14, 1959. 
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maintain average maturities between 25 and 30 years; as specific 
bonds fall below this range, others are substituted if suitable issues 
are available. In order to avoid disturbing the series by frequent 
substitutions, however, the average maturity for each group is some- 
times allowed to fall below the desired minimum. For example, the 
110 bonds included in the list in December, 1959, had the average 
maturities shown in Table 1. 

Moody’s obtains daily figures on dealers’ bid and ask prices for 
each of the bonds included in the list. The average of these prices is 
computed and used as a base in determining the yield to maturity 
for each issue. The yields are then averaged for each industry and 
rating group. 

B. Moody’s new-issue yield indexes—The procedure which 
Moody’s follows in computing yields on newly issued corporate 


TABLE 1* 


AVERAGE MATURITIES OF ISSUES INCLUDED IN Moopy’s 
INDEXES OF SEASONED CORPORATE BOND YIELDS 
DECEMBER, 1959 


(Years) 
RATING GRouP 
InpUSTRY GROUP Aaa Aa A Baa 
re 28 29 28 31 
Public Utilities. .... 26 26 28 22 
Industrials......... 18 25 22 20 


* Source: Moody's Bond Survey, December 14, 1959, p. 138. 


bonds is an extension of that employed for seasoned obligations. 
New-issue yields are averages of yields on new issues offered to the 
public weighted by amounts offered. The new issues selected (like 
those used in the seasoned indexes) do not include convertible de- 
bentures, issues with warrants, equipment trust certificates, and fi- 
nancial and real estate issues. Currently, the new-issue yields are 
published in the first issue of Moody’s Bond Survey, which appears 
after the beginning of each month.’ 

The number of flotations on which the new-issue yield index is 
based is not reported, but it is known to vary greatly from month 
to month. Observations tend to be scarce in both the high-grade 
Aaa and the lower-grade Baa rating groups, where offerings are 
fewer than in the other two groups. For example, in the five years 
1955-59, no Aaa corporate obligations were issued during one- 
quarter of the period and no Baa issues during three-tenths of the 


7. Statistics for the preceding month on which the chart is based are also shown in 
the same issue of Moody’s Bond Survey. 
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period. Aa bonds failed to appear in only three months, A-rated 
issues in eleven. 

While the new-issue yield indexes are much more sensitive than 
are those measuring yields on outstanding corporate bonds, they 
still provide only a rough guide to the trend of capital-market 
pressures. In numerous instances, especially in periods of credit 
stringency, a large proportion of a new issue may actually be sold 
substantially below the price initially quoted to the public. When 
an underwriting syndicate terminates with unsold bonds, dealers 
usually quote bargain prices to attract buyers—thus affording some 
investors a return higher than that suggested by Moody’s new-issue 
index. 

The new-issue series would perhaps be more useful if Moody’s 
Investors Service were to publish the number of observations in 
each monthly series. A breakdown of the issues by industry group 
would also be helpful. Furthermore, the “monthly average” basis 
of the indexes tends to limit their usefulness in measuring very 
short-term changes in corporate bond yields. Nevertheless, the new- 
issue indexes are welcome aids in the analysis of bond-market 
developments. 

C. Special problems in the comparison of the new-seasoned yield 
differential—While some readers may accept the suggestion that 
newly issued and seasoned bonds are relatively similar if given 
identical ratings, they may still question whether the differential is 
significant—in the sense that the yield on new issues exceeds the 
bid yield on outstanding obligations as well as the ask yield.* If the 
new-issue yield were greater only than the seasoned yield com- 
puted on the basis of dealers’ asked prices, one would simply have 
to explain why two different offer prices could prevail simultaneous- 
ly in the same market. But the task is more complicated if the new- 
issue yield is also greater than the seasoned yield computed on the 
basis of dealers’ bid prices. In the latter case it is necessary to ex- 
plain why some investors are willing to pay a higher price for a 
seasoned bond than they would have to pay to obtain a comparable 
new issue. This problem is the one dealt with in this paper. 

A study of the yield indexes published by Moody’s Investors 
Service shows that the differential between new and seasoned yields 
is significant, since it is considerably greater than the spread be- 
tween brokers’ bid and asked prices. As discussed above, the yield 
on seasoned bonds is calculated by Moody’s Investors Service on 


8. Mr. Jack Guttentag first suggested the line of argument developed here. 
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the basis of the mid-points between brokers’ closing bid and asked 
prices; this means that Moody’s yields differ from the bid yields 
by half the difference between the bid and asked yields. 

With this difference as a standard, a study was made of the 112 
bonds used in Moody’s indexes of seasoned issues in September, 
1958. The results showed that the average yield spread was about 
9 basis points; thus it seems that yields on seasoned bonds as shown 
by Moody’s indexes are approximately 4.5 basis points below what 
they would be if based on bid prices alone rather than on an average 
of bid and asked prices. When this average yield spread on seasoned 
issues is compared with the yield differentials between newly issued 
and seasoned corporate bonds shown in Section II, it is clear that 
the latter are considerably larger than 4.5 basis points—even during 
periods of easy credit conditions. Thus the magnitude of the spread 
undoubtedly makes it significant. 

The other two factors which may appear to account for the new- 
seasoned yield differential are (1) the smaller number of issues in 
the new-issue series relative to the number of issues in the seasoned 
series and (2) maturity differences in issues covered in the two 
series—especially since the differential appears to narrow when 
short rates are below long rates. Actually, these factors seem to be 
of little, if any, importance. It is not the smaller number of issues 
in the new-issue series which raises the latter above the seasoned 
series during periods of credit stringency; rather it is the inclusion 
in the new-issue series of only new bonds floated during a given 
month (when the range of yields is likely to be much less than 
among bonds included in the seasoned series). The average maturity 
of new corporate bonds appears to be approximately 15 years com- 
pared with about 25 years for the issues included in the seasoned 
indexes; thus one would normally expect the maturity differences to 
lead toward a smaller—rather than a larger—yield differential when 
long-term rates exceed short-term rates at all points of the yield 
curve. Furthermore, the differential tends to narrow when short 
rates are below long rates because both phenomena are products of 
the same easing credit conditions. 


IV. EXPLANATION OF THE DIFFERENTIAL BETWEEN YIELDS ON 
NEWLY IssUED AND SEASONED CORPORATE BONDS 


An explanation of the factors which prevent the equalization of 
yields on comparable newly issued and seasoned corporate bonds 
during periods of credit stringency should be sought on both the 
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supply and the demand sides of the capital market, as well as in 
the response of bond dealers to rising short-term interest rates. Since 
corporate borrowers determine the supply of new issues, the analy- 
sis should begin with an examination of their response to changing 
credit conditions. The investment portfolios of life insurance com- 
panies are the chief outlet for new corporate issues, and their in- 
vestment behavior is the key factor on the demand side of the mar- 
ket. In addition, the strategic role played by security underwriters 
and bond dealers in bringing borrowers and lenders together changes 
substantially with shifting credit conditions. Although each of 
these groups (except corporate borrowers) participates in the mar- 
kets for both newly issued and seasoned obligations, their reactions 
to changing credit conditions are registered far more quickly in the 
movement of new-issue yields than in the behavior of yields on 
seasoned corporate bonds. 

A. Supply of new and seasoned corporate bonds.—Corporate 
borrowers are normally willing to substitute bonds for bank credit 
as rising short-term interest rates reduce the advantages of using 
bank funds. This general tendency is clearly illustrated in the pat- 
tern of business borrowing during 1957: 

. . . There was a marked shift in the external sources of business financing. 
Security issues for new capital were one-fifth larger than in [1956]. On the 
other hand, business loans outstanding at commercial banks increased only one- 
third as much as in 1956. In the first nine months of 1957, business loans at 
commercial banks expanded at a slower pace than in the previous year, as loan 
repayments rose more rapidly than new lending. . . . The shift by businesses 
from banks to securities markets also was a result of rapid growth of bank 
loans in 1955-56, when bank financing was frequently used in anticipation of 
long-term borrowing. Finally, the reduction in liquidity of businesses and banks 
that had already occurred tended to discourage, on both the demand and supply 
sides, further expansion of business loans at banks. . . . Following as it did two 
years of rapid debt expansion, the volume of business borrowing in the first 
nine months of 1957 gave rise, especially in the corporate bond market, to sharp- 
ly advancing interest rates and to other loan provisions more attractive to 
lenders. In the last quarter of the year, these tendencies were reversed.® 


Since the above experience is probably typical of corporate be- 
havior during periods of rising interest rates, it can be generalized 
as follows: The rising trend of interest rates will lead some corpo- 
rations to interpret the advances as forecasts of even higher costs 
of borrowing. Such expectations may well induce them to borrow in 
anticipation of their actual need for funds, and new-issue yields 
would be given a further boost. 


9. Forty-fourth Annual Report of the Board of Governors of the Federal Reserve Sys- 
tem (covering operations for 1957), pp. 20-22. 
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Moreover, the reduced availability of commercial bank credit 
may force some normally short-term borrowers to sell bonds to 
obtain working capital. Such a shift in the sources of borrowing 
would put added pressure on the bond market and would further 
stimulate the rise in new-issue yields. Unfortunately, the strength 
of this tendency cannot be judged, since an opposite movement is 
likely to take place simultaneously. When long-term rates are high 
and rising, many large corporations may rely temporarily on bank 
credit to finance capital expenditures; with the return of credit 
ease, such loans would probably be repaid from the proceeds of 
bond sales. However, financing possibilities along this line are likely 
to be limited by the shrinking liquidity position of banks as loans 
are expanded. On balance, then, it seems evident that the net effect 
of corporate expansion during a period of rising interest rates is 
further to increase the dependence of corporations on the capital 
market. This greater reliance on long-term funds is, of course, re- 
flected in the increased flow of new corporate issues and the con- 
comitant rise in new issue yields. 

In contrast, the supply of seasoned corporate bonds seeking 
buyers is affected only indirectly (and after a considerable time lag) 
by changes in money-market conditions. During a period of rising 
interest rates, many seasoned obligations are increasingly quoted 
at discounts, thus exposing numerous investors to sizable losses if 
they were to sell these issues. For example, in September, 1957, over 
three-quarters of the 34 railroad issues in Moody’s index of sea- 
soned corporate bonds were selling at 80 or less. Of the 40 public 
utility issues, about half were selling at or below 80. In the indus- 
trial group, two-thirds of the 36 bonds were selling below 85, with 
11 below 80. Among all three groups, only 5 bonds were selling at 
a premium: railroads and public utilities each had 1, and indus- 
trials had 3. 

Many holders of bonds invest primarily for income and usually 
hold issues until maturity.’ This behavior, of course, reduces the 
volume of outstanding obligations reaching the market. The evi- 
dence on the size and activity of the market for seasoned corporate 
bonds is rather meager and comes almost entirely from the work 
of Irwin Friend and others sponsored by the Wharton School of 
the University of Pennsylvania. The Wharton study provides data 
for the three-month period September—November, 1949, and in- 
formation on changes in the level of activity since then is unavail- 
able. Nevertheless, the study serves as a bench mark to guide 


10. Irwin Friend et al., The Over-the-Counter Securities Markets (New York: 
McGraw-Hill Book Co., Inc., 1958), pp. 78-79. 
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appraisals of the current market. The Wharton study estimated 
that the active corporate bond market in 1949 consisted of about 
300 issues, although nearly 1,500 bond issues were listed in the 
daily sheet of the National Quotation Bureau on September 1, 1949, 
Furthermore, almost half the issues showed no numerical (bid or 
ask) quotation at all, and fully 80 per cent showed either no nu- 
merical quotation or only one.” 

Moreover, the Wharton investigation estimated that $782 million 
of outstanding corporate bonds were resold during September-—No- 
vember, 1949 (see Table 2). Over the same period, the respondents 
reported that $601 million of new corporate bonds were publicly 


TABLE 2* 
AMOUNT OF SECURITIES SOLD IN NEW ISSUE AND OVER-THE-COUNTER MARKETS 
SEPTEMBER-NOVEMBER, 1949, COMPARED WITH AMOUNT OUTSTANDING 
(Millions of Dollars) 


OUTSTANDING IssuES 


Resales as 
NEw Percentage of 
IssuES Amount 
PUBLICLY Amount Amount Outstanding 
Type or SECURITY SoLp Resold Outstanding (Annual Rate) 
Corporate bonds... . ere 601 782 56,534 a0 
U.S. government marketable 
securities........ 1,782 24,444 ~ = 152,500 64.0 
State and local government se- 
curities....... See oy +, 332 1,056 20,875 20.2 
our “New Issues” and “‘Amount Resold” from Irwin Friend e/ al., The Over-the-Counter Securities 
uv r.. New Ye ork: McGraw-Hill Book Co., Inc., 1958), Table 3-2, p. 116. “Amount Outstanding” from “Debt 
Changes in 1956,” Survey of Current Business, May, 1957, p. 21. 


sold, an annual rate of $2,404 million. Since the Securities and Ex- 
change Commission reports that a total of $2,437 million of new 
corporate bonds and notes was publicly sold in 1949, while $2,453 
million were placed directly, the Wharton findings are probably a 
reasonably close approximation of the size of the market at the time 
of the survey. The figures in Table 2 suggest that the rate of turn- 
over in the secondary market for corporate bonds is extremely 
small; the 6 per cent rate is less than one-third that for state and 
local government securities and not even one-tenth the turnover 
rate for marketable U.S. government issues. While part of the high 
turnover rate for governments should be discounted (because about 
half the total marketable debt in 1949 consisted of issues with 
maturities of less than 3 years), the sluggishness of the secondary 
corporate market is still considerable when compared with the 
activity in governments. 
11. /bid., pp. 60-61. 
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The comparison of activity in the corporate market with that in 
the other two sectors should be qualified somewhat. As indicated 
above, a large proportion of long-term corporate bonds by-passes 
the public market and is placed through direct negotiation between 
borrowers and lenders. The bulk of direct placements is taken by 
investors, such as life insurance companies, which are extremely 
infrequent sellers in the secondary market. If the secondary-market 
turnover of corporate bonds could be compared only with those 
publicly offered, the turnover rate of 6 per cent may well rise to 9 
or 10 per cent. But even after allowing for such a correction, the 
secondary-market turnover rate of corporate bonds appears to be 
only half that of state and local government issues and far below 
that for U.S. governments. Because of this low rate of activity, the 
volume of outstanding issues reaching the market is small, and, as 
a result, seasoned-bond yields tend to lag behind changes in new- 
issue yields. 

The uncertainty of underwriters about the appropriate price at 
which to offer a new issue to the public is also a fundamental factor 
on the supply side of the market in maintaining new-issue yields 
above those on outstanding obligations. While the minimum price 
to investors is set by the cost to the syndicate of acquiring the issue 
(including administrative expenses), underwriters try normally to 
set the price to the public as far above cost as they can and still 
dispose of the entire issue. If the price to investors is too low, the 
issue will attract premium prices when trading begins in the sec- 
ondary market—an indication that the underwriting syndicate failed 
to realize the largest profit possible under the circumstances. If the 
new issue is priced too high, investors will take it up rather slowly 
and thus increase dealers’ inventories and the cost of financing them. 

On balance, it seems that underwriters generally tend to make the 
first type of error—that is, to underprice the issue by offering it to 
the public slightly below the equilibrium price expected at the time 
the issue is marketed.’* While they may accept a smaller profit 
margin, they reduce the risk of having to finance unwanted inven- 
tories which could result in actual losses on the operation if the 
unsold backlog became frozen. This fear of frozen inventories is 
deep-seated with security dealers because they rely primarily on 
bank credit to finance their positions. Thus the propensity of un- 
derwriters to underprice new corporate issues also contributes to 


12. This behavior of underwriters is also emphasized by Robert V. Roosa in “The 
Radcliffe Report,” Lloyds Bank Review, October, 1959, p. 9. 








368 The Journal of Finance 


the tendency for new issues to provide higher yields than seasoned 
obligations. 

B. Demand for newly issued and seasoned corporate bonds.—On 
the demand side of the market, the investment preferences of life in- 
surance companies are the paramount influences affecting the be- 
havior of new-issue yields. Because of the relatively small volume 
of seasoned issues available for purchase, these institutions find it 
necessary to concentrate on new offerings.’® The inflow of funds to 
life insurance companies (from net premiums, amortization of 
mortgages, and repayment of loans) is so large and steady that they 
are forced to search continuously for investment outlets. In an 
effort to insure an outlet for policyholders’ reserves, life insurance 
companies were instrumental in furthering the direct placement of 
corporate securities and now acquire the bulk of their corporate 
portfolios (other than public utility bonds) through negotiation 
with borrowers. Nevertheless, the investment problem of life insur- 
ance companies remains so pressing that they still must compete 
vigorously in the public market for new corporate issues. 

Although life insurance companies—unlike corporations and bond 
dealers—do not borrow substantially from commercial banks, their 
response to rising short-term interest rates tends to generate con- 
siderable upward pressure on yields on newly issued corporate 
bonds. The main factor underlying this response is the impact of 
interest-rate changes on life insurance companies’ relative prefer- 
ence for governments as compared with corporate bonds. 

The fact that life insurance companies have steadily reduced 
their holdings of governments since World War II does not mean 
that they have become less sensitive to developments in this market. 
On the contrary, with the increased flexibility in monetary policy 
since the spring of 1951, portfolio managers are giving more atten- 
tion than ever to the course of interest rates on government se- 
curities."* Market yields on these obligations are generally consid- 
ered to be the basic rates in the short, intermediate, and long-term 
markets for funds. Because of the large supply of Treasury obliga- 
tions, their marketability, and complete absence of credit risk, life 
insurance companies use them as the criterion against which to 
measure all other investments. When portfolio managers are trying 


13. I have examined the investment activities of these institutions more extensively 
in “Monetary Policy, Interest Rates, and the Investment Behavior of Life Insurance 
Companies,” an unpublished dissertation submitted to Harvard University in 1956. The 
following discussion is based mainly on this treatment. 

14. James J. O’Leary, “Life Insurance Investments and the Mortgage Market,” Com- 
mercial and Financial Chronicle, June 28, 1956, p. 32. 
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to decide whether to place new funds in higher-yielding private se- 
curities rather than in governments (or to switch present hoidings 
from governments to such issues), they must necessarily make a 
forecast of the expected trend of interest rates. If short-term rates 
are rising, such a movement is likely to generate expectations of 
a subsequent advance in long-term rates, and, because of both yield 
and liquidity considerations, life insurance companies become reluc- 
tant to take up new corporate issues at prevailing yields.” 

The statistical evidence indicates that the government portfolios 
of life insurance companies generally responded as expected to the 
changing structure of long-term interest rates. A survey describing 
insurance company investment behavior since World War II arrived 
at the following conclusion: 

. . . The ebb and flow of investment opportunities in the corporate bond 
market, as reflected in the rise and decline of corporate bond prices, have mainly 
determined the availability of life insurance funds to other borrowers. . . . Fluc- 
tuations in the total volume of life insurance funds channeled into the private 
capital market as a whole have. . . reflected changes in the supply and com- 
position of new long-term debt rather than variations in the flow of savings to 
these institutions. In fact, when the flow of savings to life insurance companies 
was insufficient to meet the acceptable requests for funds, life insurance com- 
panies have sold Government securities and reinvested the proceeds in private 


obligations—although the pace of selling was, as a rule, dampened during pe- 
riods of declining bond prices.'® 


In contrast to life insurance companies in the new-issue market, 
purchasers of seasoned securities are mainly non-professional in- 
vestors (or professionals whose investment policies are rather auto- 
matic). As indicated above, these investors are not so conscious of 
changes in prices and yields of corporate bonds. Since they gen- 
erally deal in small lots when they do enter the market, their trading 
activity has only a slight impact on other security prices in the 
secondary market. 

The method of taxing investment income under the federal in- 
come tax system is another factor on the demand side of the market 
which partly accounts for the tendency of yields on new corporate 
bond issues to rise faster than those on seasoned obligations. Pure 
interest earnings, equivalent to the coupons on bonds, are taxed as 

15. See testimony of various life insurance executives in U.S. Congress, Joint Com- 
mittee on the Economic Report, Subcommittee on General Credit Control and Debt 


Management, Monetary Policy and the Management of the Public Debt, Report (82d 
Cong., 2d sess.), Part 2, pp. 1227 ff. 


16. Federal Reserve Bank of New York, “Life Insurance Companies in the Postwar 
Capital Market,” Monthly Review, September, 1958, pp. 133-34. 
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ordinary income, while profits on securities purchased at a discount 
are taxed at the lower rates applicable to long-term capital gains, 
Assume that investors have a choice of two securities with the same 
pre-tax yield to maturity—a new offering selling at par and a sea- 
soned issue selling at a substantial discount. The heavily discounted | 
issue may well attract the stronger demand, since many investors 
purchase securities for after-tax yields. However, the supply of the 
seasoned issue (for the reasons given above) will probably not ex- 
pand appreciably. Thus the pre-tax yield on the discounted security . 
will rise more slowly than the yield on the comparable new offering 
floated at par. 


V. CoNCLUSIONS 


The conclusions reached in this study of the behavior of corporate 
bond yields under different credit conditions have been stated in 
each section of the paper. They can be summarized here. The tend- 
ency for newly issued corporate bonds to yield more than compara- 
ble seasoned issues stems mainly from the fact that the leading par- 
ticipants in the market for new corporate issues (corporations, se- 
curity dealers, and life insurance companies) are far more sensitive | 
to the changing availability of commercial bank credit than are in- | 
vestors in seasoned issues. Because many seasoned obligations sell | 
at discounts during periods of rising interest rates, numerous holders | 
of such issues are reluctant to sell them to take up new issues. Thus 
market arbitrage is seriously hampered, and the new-issue yields 
bear the brunt of the swings in credit conditions. 
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PRICING A BANKING SERVICE—THE SPECIAL 
CHECKING ACCOUNT 


MartTIn H. SEIDEN* 
National Bureau of Economic Research 


SINCE CHECKS ARE OUR most important medium of exchange and 
their price is one of the few banking functions free of regulation, it 
is surprising that their price determinants and price impact have 
received so little attention. This paper will attempt to fill part of 
this void with an analysis of the price of the special checking 
service.” 

The analysis involves, first, the reduction of the several variable 
components of consumer cost to an average price; second, the esti- 
mation of the profitability of this service to the bank; and, third, a 
discussion of the insulated nature of the pricing of checking services. 

New York State serves as the focal point of this study. The con- 
trasts between banks in New York City and upstate offer the ad- 
vantages of a cross-section of conditions prevailing in most banking 
communities. 


STRUCTURE OF THE PRICE 


A special checking account can be opened with any sum. This 
absence of a required minimum balance distinguishes the special 
account from the regular account and has given it its mass appeal.” 


* The author wishes to express his gratitude for the invaluable suggestions offered by 
Ernest Kohn and Professor Gary S. Becker. Appreciation is also expressed for the com- 
ments of David Novack, Richard E. Speagle, Professors James W. Angell and Dudley 
Dillard. This paper was written before Mr. Seiden joined the National Bureau. 


1. Special checking accounts appear under such names as Checkmaster, Check-o-matic, 
Thrifty Check, Autocheck, Checkway, Pay-as-You-Check, Personal Check, Handy 
Check, TenCenCheck, etc. 


2. In New York State the special account in the ten-year period ending 1955 had 
increased its share of the number of all demand deposit accounts from 28 to 45 per cent. 
In 1955 the Federal Reserve Bank of Chicago reported the proportion for the entire 
Seventh District to be 24 per cent, for Chicago, 19 per cent, and for Detroit, nearly 50 
per cent (Business Conditions, October, 1955, p. 13). 

The extent of the nation-wide use of this service is further indicated by the results of 
an American Bankers Association survey of 1957. Their findings showed that, of the 
banks with assets under $7.5 million, as many as 28 per cent offer this service and, of 
these, over 20 per cent reported that special accounts comprised 40 per cent or more of 
their total number of demand deposits. The responding sample consisted of 4,145 country 
banks. , 

In dollar volume special accounts represent less than 2 per cent of demand deposits in 
New York City and 6 per cent upstate (Interim Report on Service Charge Survey, Part 
II [New York: New York State Bankers Association, 1956], p. 6 and Schedule 4). 
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Until 1947 the consumer’s sole cost for this service was in most cases 
a charge of 10¢ per check. In 1947 the major New York City banks 
added a fixed charge of 25¢ a month. In 1956 these banks raised the 
fixed charge to 50¢ a month. 

The fixed charge is a means of making inactive accounts pay their 
way.* Only 5.7¢ of the 10¢ charged per check is required to cover 
the cost of the check;* the balance covers the cost of the account’s 
maintenance and deposits.° Had the price been increased by raising 
the charge per check, the active accounts would be, in effect, sub- 
sidizing the idle and inactive accounts since the checking activity 
of the latter is generally too low to permit the profit per check to 
cover maintenance and deposit costs. 

Of the total 471 upstate banks, 353 responded in the 1955 survey 
conducted by the New York State Bankers Association; of these, 
245 banks reported offering the special checking service.® Approxi- 
mately 80 per cent of the upstate banks had no fixed maintenance 
charge, 20 per cent had a fixed maintenance charge with 25¢ a 
month predominant, and 42 per cent reported using an inactivity 
charge.’ 

Under the inactivity charge, only idle accounts pay the monthly 
charge. This charge varies among banks, the most common being 
25¢ and 50¢ per month for the duration of idleness. There is also 
considerable variation among banks in the time period within which 
the inactivity charge becomes effective, with policy ranging from 
one month to twenty-four months after the account becomes idle. 
Since the 1955 survey, a fixed charge of 25¢ per month has replaced 
the inactivity charge at many upstate banks. 

These service charges are not the full price of the checking serv- 
ice. In order to arrive at a determinate price, the consumer’s cost 
must be expressed in terms of either the account or the check. Re- 
gardless of which part of this service we employ as the object of its 
price, there is a total consumer cost upon which all calculations 
must be based. This consumer cost consists of the fixed charge (F), 

3. The “active account” is of median size and activity. The “inactive account” is one 
whose checking activity is below average. The “idle account” is entirely inactive. 

» “aaa in Bank Costs—1956 (New York: American Bankers Association, 1956), 
p. 26. 

5. The maintenance expense is the basic cost of handling a checking account. It in- 
cludes rendering statements, answering inquiries, maintaining files, overhead, and the 
cost of “cing ready to serve.” 

6. Interim Report, Part II, p. 6. 


7. Ibid., Schedules 20 and 21. The total will not add to 100 per cent because of use by 
some banks of charge policies other than those noted. 
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where it is employed, plus the product of the charge per check (C) 
and the number of checks used (A) in a given period. The consumer 
cost will also include an opportunity cost (O) such as the return 
from a savings deposit. 

The sum of these costs is the price of an account, y: 


I. y=F+(CXA)+0. 

The price of a check, x, is y divided by A: 
II. .._F+ (CX A) +0 
== A ° 





Hence, as checking activity rises, so will the consumer’s cost per 
account, so that the greater the service derived from an account, 
the higher its price. The price of the check, on the other hand, de- 
clines with increasing checking activity, since each additional check 
carries a smaller share of the fixed charges. 

In this study most of our attention will be devoted to the price 
per account, since it is more amenable to analysis. To facilitate the 
construction of a determinate price, average checking activity is 
employed under both approaches. The data used throughout are 
those published by the trade associations. 


BANK REVENUE AND PRICE 


The revenue that a bank receives from the special checking ac- 
count is not the same as its price. The composition of a bank’s 
annual revenue for an average special account is listed in Table 1. 
Of the items listed, the first—earnings on the average investible bal- 
ance—is adjusted for the reserve requirements of 20 per cent in 
New York City and 12 per cent upstate prevailing in 1955. No 
allowance is made for float, since in practice these funds are im- 
mediately available for lending. Assets corresponding to reserves 
for bad debt are also invested and therefore included in the investi- 
ble balance. To income items 1 and 2 in Table 1 is added the income 
from the fixed monthly charges of 25¢ and 50¢ which, on an annual 
basis, amounts to $3 and $6, respectively. Item 3 lists the banks’ 
revenue per account from this service under the three main price 
policies current in New York State. 

The banks’ revenue from this service is a function of four vari- 
ables: the structure of the charge schedule, the level of these charges, 
consumer checking activity, and the income from the investible 
balance. In contrast, the price that the consumer pays for this serv- 
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ice is composed of the first three variables and opportunity cost. To 
the extent that opportunity cost differs from the return on the in- 
vestible balance, there will be a discrepancy between the bank’s 
revenue and the consumer price. 

We shall assume a rate for opportunity cost equal to the rate of 
return on the investible balance, since the attempt to be precise in 
the estimate of the rate to be used in calculating opportunity cost 
would involve us in complexities of questionable value.* Table 2 lists 
two estimates of average price per account: the average full price, 


8. Among the problems faced in determining the rate for opportunity cost as exempli- 
fied by a time deposit is the choice between the effective rate or the face rate of return, 
i.e., is the opportunity cost the income actually foregone or the income that one believes 
he is foregoing? The former is the true cost, but the latter affects the elasticity of demand, 
If the effective rate is chosen, we would require knowledge not only of the average face 
rate paid on time deposits upstate and in New York City but also the average formula 
for computing the return to time deposits. The problem would also involve an under- 
standing of the changes in consumer behavior resulting from a transfer of transactions 
funds to a time deposit, including possibly an imputed cost for foregone convenience. 
In the final analysis the change in current estimates would be negligible. 


TABLE 1 
COMPOSITION OF ANNUAL GROSS REVENUE PER AVERAGE SPECIAL ACCOUNT, 1955 
Item New York City Upstate 
1. Earnings on investible balance: 
a) Voluntary balance*..... ere $168 
b) Net of reserve requirement.. ; 168.80 147 .84 
c) Net rate of return. LSP a! 2.0% 2.4% 
Earnings (1bX1c)......... $ 3.38 $ 3.55 
2. Return from check charge: 
a) Number of checks monthly{..... 7 6.5 
b) Number of checks annually. . . 84 78 
Earnings (2bX10¢) .... 8.40 7.80 
3. Total annual revenue: 
) No monthly charge (14-2). 11.78 11.35 
) 25¢ monthly charge (3a+$3)..... 14.78 14 .35 
c) 50¢ monthly charge (3a+$6) . : 17.78 17.35 
* Interim Report, Part If, Schedule 4 
t The earning rates are reported for demand deposits after lending costs but before adjustment for bad-debt 
loss and the cost of deposit operations. by applying this average net rate to the loanable balance, i.e., to de- 
posits net of reserve requirements, we obtain the most conservative estimate of earnings. Trends in Bank Costs, 
p. 22 
t Interim Report, Part 11, Schedule 5, Median values. A national survey by the A.B A. reported a median 
checking activity of 6.5 checks per month for all size banks (Trends in Bank Costs, p. 25). Another nationa! 


survey of the A.B.A. showed “smaller banks” to have a median checking activity of 5.2 checks per month 
4 Complete Service Charge Program for Smaller Banks (1955), p. 15) 


TABLE 2 


ANNUAL AVERAGE PER ACCOUNT, 1955 


FULL Price om BANK REVENUE Direct Price 
CHARGE New York City Upstate New York City Upstate 
No monthly charge. . $11.78 $11.35 $ 8.40 $ 7.80 
25¢ a month.... 14.78 14.35 11.40 10.80 


50¢ a month 17.78 17.35 14.40 13 .80 
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which includes the opportunity cost and in our case equals average 
revenue, and the average direct price, which omits opportunity cost 
entirely. The direct price is the consumer’s actual cash outlay. 

The usefulness of Table 2 as a means of price analysis is limited 
by the absolute values in which these prices are expressed. By calcu- 
lating the dollar value of Table 2 as ratios of their respective aver- 
age balances, we obtain a more useful expression of price—the 
consumer carrying charges listed in Table 3. 

The carrying charge is used here as a negative rate of interest, 
which seems reasonable, since the price of a transactions balance 
is in effect the price of money. The advantage of the carrying charge 
is that it permits comparisons between the price of the special check- 
ing service and those banking services whose prices are expressed 
as a rate of interest. 


TABLE 3 
ANNUAL AVERAGE PER ACCOUNT, 1955 
FULL CARRYING CHARGE OR Direct CARRYING 
Gross YIELD CHARGE 

CHARGE New York City Upstate New York City Upstate 
No monthly charge......... 5.6% 6.8% 4.0% 4.6% 
PIII So ogiss 5. cu oreo wcice 7.0 8.5 5.4 6.4 
MI so es onccas'ses 8.4 10.3 6.8 8.2 


Lower interest rates and higher reserve requirements explain why 
New York City banks obtain lower gross yields in spite of their 
initial advantage of a higher average balance. After deducting re- 
serve requirements, the average investible balance of the special 
account is reduced to $168.80 in New York City and $147.84 up- 
state, a narrowing of their differential from $43 to $20.96 (see Table 
1). The full reversal of positions noted in Table 3 occurs when 
income from the investible balance is computed as a proportion of 
the gross balance. Similarly, at the same level and structure of serv- 
ice charges, the carrying charge in New York City will be lower 
than upstate as a result of New York City’s higher average balance. 


BANK Costs AND PROFITS 


The need for a higher absolute price for the special checking 
service at New York City banks, as compared with upstate banks, 
is supported by higher operating costs. These higher operating costs 
appear to be a characteristic of checking operations at large banks. 
A national survey of small country banks showed the median 
monthly maintenance cost of special checking accounts to be 24 
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cents.* In comparison, the data covering all size institutions showed 
a median monthly cost of 39 cents per special account.’® It can be 
inferred that New York City banks (or large banks) incur sub- 
stantially higher costs. 

Risking a comparison of “peaches and pears” which plagues so 
many studies relying on surveys, the higher operating cost of large 
banks is further substantiated by their experience in the regular 
checking-account department. In an A.B.A. survey of regular ac- 
counts, the billion-dollar institutions had a median monthly cost of 
62 cents per account, while the median monthly cost was 50 cents 
per account at 57 small banks (under $10 million).™ 

The higher cost of checking operations at New York City banks 
and at large banks (generally metropolitan institutions) may be 
attributable to the higher salaries and fringe benefits paid metro- 
politan employees.” Salaries are a bank’s largest single expense, 
comprising 55 per cent of all operating costs and consuming 30 per 
cent of the operating income; these proportions are greater for the 
checking operation, where labor is most extensively employed. 

The manual character of the checking operation involves little 
fixed costs upon which volume operations might effect economies. 
This suggests that there may be no such economies in New York 
City, even though a few banks service 55 per cent of the 1,700,000 
special accounts reported for that state in 1955. 

The only item resembling a fixed cost in the checking operation 
is advertising budgeted on an annual basis specifically for that de- 
partment. Advertising of the special account, however, represents, 


9. A Complete Service Charge Program for Smaller Banks, p. 15. 
10. Trends in Bank Costs, p. 25. 


11. Ibid., p. 6. The seven institutions in this sample of billion-dollar banks represent 
nearly a third of the national total of billion-dollar banks. The sample of smaller banks, 
on the other hand, is a very small proportion of their total number. Their significance is 
enhanced, however, by the use of a uniform cost-accounting procedure. 

The A.B.A. states that maintenance costs are not related to the number of transactions 
handled. We therefore cannot attribute the higher maintenance costs at larger banks to 
the greater activity at metropolitan institutions. 


12. Fringe benefits average 18 per cent of salary, although a leading New York City 
bank reported fringe benefits of 26 per cent of salary. A study of the state of Illinois 
revealed that all Chicago banks offered medical insurance, while 29 per cent of the banks 
in the rest of the state did not. Only 55 per cent of the banks outside Chicago offered 
group life insurance, compared with 92 per cent in the city, and only 32 per cent of the 
banks outside the city offered pension plans, compared with 72 per cent in Chicago. The 
proportion of banks offering fringe benefits increased with the size class, and for a given 
size class the proportion offering benefits was greater in the city (Fringe Benefits of 
Seventh District Member Banks (Chicago: Federal Reserve Bank of Chicago, 1957]). 


13. Interim Report, Part I, p. 6 and Schedule I. 
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on the average, less than 6 per cent of a bank’s total advertising 
expenditure.* 

Overhead is also negligible, as special accounts share the facilities 
of regular accounts. Since special accounts have substantially lower 
activity and represent less than 2 per cent of the dollar volume of 
the combined services,” it is impossible to apportion overhead solely 
on the basis of the number of accounts, although on this criterion 
these two services are comparable. 

Aside from explaining the higher operating cost in New York City 
and metropolitan areas in general, the manual character of checking 








TABLE 4 
MONTHLY ACTIVITY AND COST PER ACCOUNT, UNITED STATES, 1955 
City BAnKs* Country Banxst 
Costs Activity Total Cost Activity Total Cost 
NS oe cd onesincmades = $ 0.390 — $0.240 
. 2. re 7 0.399 6.5 0.351 
Ee 2 0.266 1.8 0.220 
Remittances deposited|]......... 0.8 0.014 0.7 0.008 
Local clearing deposited#....... 1.2 0.010 0.7 0.005 
Total monthly cost......... $ 1.079 $0 .824 
Total annual cost.......... $12 .948 $9 .888 
* Trends in Bank Costs, p. 26. Adjustment was made for the median of 7 checks a month at New York 
City banks as reported by the N.Y.S.B.A. survey (see n. ¢, Table 1). 


t A Complete Service Charge Program, p. 15. Adjustment was made for the median of 6.5 checks per month 
at upstate banks as reported by the N.Y.S.B.A. survey (see n. $, Table 1). 
¢ Checks drawn on one’s own bank. 
§ Depositing cash in an account. 
Checks drawn on out-of-town banks. 
# Checks drawn on a local bank 


operations permits certain assumptions regarding the production 
function. Since it involves non-unionized, semiskilled labor, we may 
assume optimum flexibility of factor input. With a constant price 
for semiskilled labor it may be further assumed that this service 
operates under conditions approaching constant marginal cost, i.e., 
infinite elasticity of supply. The secularly rising cost of labor may 
cause an upward shift in the cost curves, but this is not a function 
of the volume of operations. 

The composition of bank operating costs in the special checking 
department is outlined in Table 4. These costs are the median values 
reported in two national surveys of the A.B.A. conducted in 1955 
among banks which had had a cost analysis. The two surveys dis- 

14. American Banker, June 3, 1957, reported a study made by the Financial Public 
Relations Association covering 365 banks of various sizes. 


15. See n. 2. 
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tinguished between small country banks and a “representative 
group” of banks of all sizes. It should be noted that the application 
of the cost estimates of the latter survey to New York City banks 
is only a rough approximation of their real costs, since this sample 
covered several banking communities, many of which may have 
had lower costs than New York City. The national surveys, how- 
ever, reported a differential in operating costs between city and 
country banks consistent with the assumption of a difference in their 
labor costs. 

It is now possible to combine the earlier estimates of bank rev- 
enues with the above estimates of operating cost. In view of the 
assumption of constant marginal cost, these cost estimates may be 


TABLE 5 
NEW YORK CITY: ANNUAL NET YIELD PER AVERAGE ACCOUNT, 1955 
(Average Balance, $211) 


Revenue* Costs Profit Net Yield 
No monthly charge....... $11.78 $12.94 $—1.16 —0.55% 
25¢ a month.............. 14.78 12.94 1.84 0.87 
ee 17.78 12.94 4.84 2.29 


UPSTATE: ANNUAL NET YIELD PER AVERAGE ACCOUNT, 1955 
(Average Balance, $168) 


Revenue* Costs Profit Net Yield 
No monthly charge... .. . $11.35 $9.88 $1.47 0.88% 
pS ere He 14.35 9.88 4.47 2.66 
Se ee 17.35 9.88 7.47 4.45 


* For the computation of revenue see Table 1 


applied without regard to variations in the scale of checking opera- 
tions at different institutions within the specified market area. The 
results are illustrated in Table 5. 

There is greater variation in bank operating costs than in bank 
revenue. Revenue is derived from relatively constant consumer be- 
havior, common interest rates, and uniform charges. A bank’s oper- 
ating procedure, which determines its costs, is subject to variations 
in such matters as the method of bookkeeping, the form and number 
of statements rendered, the basis of classifying accounts as inactive, 
the period over which zero balances are carried, the number of de- 
partments which carry the overhead, etc. 

The problem of variation in operating costs is reduced consider- 
ably when specific market areas are studied, since salaries, the 
greatest expense, are not likely to vary significantly among local 
institutions. Operating procedures also tend towar uniformity in 
local areas. In this study based on New York banks, the absence of 
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local data requires reliance upon national data and thereby elimi- 
nates the advantages accruing to the study of a specific market. 

Any evaluation of the estimate of net yields presented in Table 5 
should, however, include consideration of the compensating effect on 
the revenue side resulting from the omission of the higher interest 
rates and lower reserve requirements in effect since 1955. It may 
be assumed that the possibility of a downward bias in the cost data 
is balanced by a known downward bias in the revenue data. 

The dollar profits from this service can now be estimated from 
the materials at hand. A net yield of roughly 2.29 per cent of the 
average balance of $211 provides a net profit of $4.84 per account 
in New York City. Expanded by the 950,000 accounts reported at 
New York City banks in 1955,’* net profits from the special checking 
service totaled approximately $4.6 million. Assuming a capital to 
deposit ratio of 12 per cent in New York City, the return to capital 
from the special checking service was approximately 20 per cent 
before taxes in 1955. In that year upstate banks had an average 
capital to deposit ratio of approximately 8 per cent. Those upstate 
banks with no monthly charge and no inactivity charge experienced 
a 12 per cent return to capital before taxes from the special check- 
ing service; under a 25¢ a month charge this service provided up- 
state banks with a return to capital of about 34 per cent, before 
taxes. 

COMPARATIVE PRICES 


The annual servicing cost (ratio of operating cost to average bal- 
ance) of the average special account is 6.1 per cent in New York 
City and 5.9 per cent upstate.’ The average depositor pays an an- 
nual direct charge of 6.8 per cent of his balance for these services 
in New York City and between 4.6 and 6.4 per cent at upstate 
banks (Table 3). The result is an annual profit, exclusive of earn- 
ings on the investible balance, of 0.7 per cent of the deposit in New 
York City and 0.5 per cent of the deposit at upstate banks which 
have a fixed monthly charge of 25¢."* 

This net profit from the services rendered the special checking 
account contrasts with a bank’s willingness to absorb an operating 

16. See n. 13. This estimate has an upward bias resulting from the inclusion of ac- 
counts serviced by a small group of New York City banks still charging 25¢ a month. 

17. These computations are based on data presented in Table 5. 


18. The net profit from the services (differences between operating cost and direct 
charge), exclusive of the return on the investible balance, is estimated to have been 


roughly $1.4 million for New York City banks in 1955 (0.7 per cent X $211 « 950,000 
accounts). 
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cost of roughly 1.1 per cent on a time deposit of $200’ and pay 
approximately 3 per cent interest to its owner; this is a total bank 
cost of 4.1 per cent for a time deposit of $200. 

Another interesting comparison is the effective rate of 8 per cent 
charged for consumer loans in New York City and the full con- 
sumer cost of 8.4 per cent charged for the average special checking 
account. Apparently it is less expensive to borrow than to use one’s 
own funds. 

The relatively greater competitiveness of the lending and savings 
markets helps to explain these price differences. Under current 
methods of allocating bank costs, the borrower pays for the bank’s 
lending costs and provides a margin of profit, but he does not share 
the cost of attracting the bank’s working capital. The demand de- 
positor generally pays the full cost and often a profit for the serv- 
ices provided to attract his funds. 

Nor can it be said that the lower price of consumer credit is the 
result of lower costs than that incurred in servicing a deposit. A 
consumer instalment loan with an effective rate of 8 per cent must 
meet a maintenance expense similar to that of the checking ac- 
count, as well as the costs of credit investigation, tardy repayments, 
possible default, and life insurance. More important, the quality 
of the labor employed in the loan department is higher and more 
costly than that used in checking operations. The current price 
differential between these banking services appears to be inconsist- 
ent with the difference in their character and their cost. 

Ready-credit service is another illustration of this problem.*”° This 
service combines a checking facility with a loan. Its price is 1 per 
cent a month for an effective rate of 12 per cent per year. Since 
the effective rate on consumer loans in New York City is 8 per 
cent, the checking service of ready credit costs the consumer and 
yields to the bank only 4 per cent a year, in contrast to the 6.8 per 
cent direct annual carrying charge and 8.4 per cent full carrying 
charge of the special checking account where one’s own funds are 
being used. 

There are two other approaches to the analysis of the price of 
this checking service. We may compare its net yield to that obtained 
from all deposits, and we may compare the rate of increase of the 
bank’s costs and revenue for this service. 


19. Trends in Bank Costs, p. 30. 


20. Ready credit involves the extension of a line of credit to a consumer which he may 
draw upon by writing a special check which he receives free. 
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Employing the net yield of all deposits as the standard of a bank’s 
normal operating earnings, we find that in 1955 the 0.88 per cent 
net yield of the special account at upstate banks which had no 
fixed monthly charge compared favorably with the 1.2 per cent net 
yield of all upstate deposits. But as many as 20 per cent of the 
upstate banks employed a fixed charge, generally set at 25¢ a 
month. These banks obtained a net yield of 2.7 per cent per ac- 
count, substantially above the norm. In New York City the 2.3 per 
cent net yield per special account was also substantially above the 
norm of 1.3 per cent net yield of all deposits in the city.”* 

In comparing the rate of increase of bank operating costs in the 
special checking department with the increase in the average rev- 
enue of this service, the data reported by the two A.B.A. surveys 
of 1955 must be averaged, since the national survey of 1949 (the 
only basis available for a comparison) did not differentiate banks 
by size or location. 

The average cost and revenue per account for 1955 used for pur- 
poses of comparison with 1949 are mot averages of the estimates 
developed in Tables 1 and 4. The latter are adjusted for known 
characteristics of the New York market. Comparable knowledge of 
the New York market for 1949, however, is not available. Con- 
sistency requires, therefore, that the 1955 data be handled in the 
same fashion as the 1949 data. As a result, the 1949 and 1955 
average costs and revenue per account are both “unadjusted” na- 
tional data. These estimates of change are a very rough approxima- 
tion of the experience of banks in New York. 

The averaged monthly cost per account reported in 1949 was 
$0.670, and the averaged monthly cost per account reported in 
1955 was $0.902, an increase of 35 per cent in operating costs per 
average special account over this six-year period. 

The increase in bank revenue per account over the same period 
depends on the price policy of each bank. The major variations are 
listed in Table 6. The income base common to all banks rose as a 
result of the “natural” increase in checking activity, the rising rate 
of return on the average balance, and declining reserve requirements. 

The estimated 35 per cent increase in the operating cost of the 
special account was exceeded under the 50¢ monthly charge of pol- 
icy 3c in Table 6, revenue having risen by 49 per cent. Had these 
banks maintained policy 35, continuing the 25¢ a month charge 


21. Annual Report—1956 (New York: New York State Department of Banking, 
1957), Schedule A, Parts 2, 3, and 5. 
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which they had adopted in 1947, they would have experienced a 
rise in revenue of only 22 per cent. This would have been insuffi- 
cient to maintain the rate of profit they established when the fixed 
monthly charge was first adopted. Whether the latter rate was justi- 
fied in the first place cannot be accurately determined from avail- 
able data. Table 5, however, indicates that in New York City the 
net yield under policy 3b would have been 0.87 per cent, as com- 


TABLE 6 


INCREASE IN ANNUAL BANK REVENUE PER AVERAGE SPECIAL 
ACCOUNT, UNITED STATES 





Item 1949 1955 
1. Earnings on investible balance: 
a) Voluntary balance................. $185.71* $170.32§ 
b) Reserve requirement............... 18.%t 15.%f 
c) Investible balance.......... ete 152.28 144.77 
a) Piet wate OF POUMEE. «onic ccscvcccvss 1.6% 2.2 || 
Earnings (icX1d).............. $ 2.44 $ 3.18 
2. Return from check charge: 
a) Number of checks monthly......... 4.50* 5.85§ 
b) Number of checks annually......... 54. 70.2 
Earnings (2b 10¢).......... $ 5.40 $ 7.02 
3. Total annual revenue: 
a) No monthly charge (1+2).......... $ 7.84 $10.20 
Per cent increase .............. (30) 
b) 25¢ monthly charge (3a+$3)........ $10.84 $13.20 
Per cent increase over no charge. (68) 
Per cent increase over 25¢ charge 2) 
c) 50¢ monthly charge (3a+$6)........ $13 .84 $16.20 
Per cent increase over 25¢ charge (49) 


* Current Trends in Bank Costs (1949), p. 17. 


t Federal Reserve Bulletin. These reserve requirements represent an average of the requirements of reserve 
city and country banks. 
t Current Trends (1949), p. 14. The net rate of return is an average of the median rates reported for country 
banks and “larger banks.” It is net of loaning costs (see n. ft, Table 1). 
§ A Complete Service Charge Program, p. 15, and Trends in Bank Costs, p. 25. 
Trends in Bank Costs, p. 22 (also see nn. t and Table 1, n. f). 


pared with approximately 2.29 per cent under current policy 3c. 

Those banks which have maintained policy 3a, i.e., no monthly 
charge, appear to have experienced a slight decline in revenue. 
Those which shifted to policy 3b from policy 3a appear to be earn- 
ing unusually high profits, having increased their revenue by 68 per 
cent compared with the average cost rise of 35 per cent. 

The limitation of these estimates is apparent in the application 
of the same schedule of change to such distinctly different markets 
as New York City and upstate New York.” 

22. To the extent that the special checking service was largely an urban banking serv- 


ice in 1949, the data for this period are possibly a fair approximaton for New York City. 
If 1955 data are adjusted for the known higher balance and checking activity in New 


ow 
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The current fixed charge of 50¢ a month in New York City is 
sufficiently high to render even the idle account a source of profit. 
If we assume one deposit ticket per month instead of the reported 
average of two, then an idle account in New York City costs the 
bank 54¢ a month. After receipt of the 50¢ monthly charge, the re- 
maining cost is 4¢ a month or 48¢ a year. The income from the in- 
vestment of an average balance of only $30 is all that is required 
to defray the rest of the expense. It is unlikely that many special 
accounts in New York City banks operate below the break-even 
point.** This is especially true because it is improbable that an 
account will use no checks at all in the course of a year and each 
check used is an additional source of profit. 

For the earnings of the investible balance to cover the cost of an 
idle account at upstate banks, the average balance would have to 
be $62.50 where a 25¢ a month charge is in force and $204.60 
where there is no monthly charge. Since the average balance upstate 
is only $168, idle accounts at upstate banks which have no monthly 
charge operate considerably below the break-even point. When the 


inactivity charge is employed, the loss from idle accounts is reduced 
or eliminated. 


CoMPETITION 


A 25¢ monthly charge is still employed by a competitive fringe 
in New York City. Their inroads into the volume of accounts of 
the dominant firms is limited, however, by the small size of their 
branch systems. Although the city’s five major retail banks represent 
less than 12 per cent of the number of institutions offering the 
special checking service in New York City, they account for 76 per 
cent of the city’s banking facilities. The proportion of the market 
subject to the higher charge is larger if we include those smaller 
banks which have followed the leaders. 

Evidence of non-price competition exists in the offering of addi- 
tional services at New York City banks. These include free name 


York State (Table 1) and reserve requirements are changed to an average of Central 
Reserve City and Reserve City requirements (22.5 per cent in 1949 and 16 per cent in 
1955), we obtain a rough estimate of the maximum increases in revenue—SO, 90, 36, and 
64 per cent in the order listed under item 3 of Table 6. Similar adjustment for costs 
(using Table 4) shows a 40 per cent rise in operating costs over 1949. The finding for 
country banks maintaining policy 3a would then be altered to show a modest gain under 
a continued “no monthly charge” policy. The profit margin in New York City under 
policy 3c would be substantially increased, as would the apparent gain for country banks 
which shifted to policy 3b. 


23. The lowest average balance reported for a bank in the 1955 A.B.A. surveys was 
$85.49 (Current Trends, p. 25). 
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imprinting on checks, monthly statements instead of the former 
quarterly statement, and a temporary offering of 40 free checks to 
new accounts. Most upstate banks offer none of these extra services 
which have widened the difference between the operating costs of 
New York City and upstate banks. 

Another measure of competition is the degree of substitutability 
of alternative means of transferring funds. By calculating the price 
per check, we may compare the price of the special checking serv- 
ice with the price of these alternatives. Table 7 is the application of 
formula II (p. 373) to the data in Tables 1 and 2. 

Of the alternatives facing the special-account owner, the regular 
account is the only one offering the same features. Its required mini- 
mum balance, however, places it beyond the reach of most con- 
sumers. The postal and bank money orders are the remaining al- 


TABLE 7 
PER CHECK, 1955 
Futt Price or BANK REVENUE Direct Price 
New York City Upstate New York City Upstate 
No monthly charge . eee 14 .0¢ 14 .6¢ 10.0¢ 10.0¢ 
25¢ a month....... ewe 17.6 18.4 13.6 13.8 
50¢ a month....... ae 22.2 17.1 17.7 


ternatives, but they offer only the safety and receipt features of the 
check, not its convenience or prestige. Nor, as we see from Table 8, 
are these alternatives necessarily less expensive. 

The low substitutability for the special checking service implies 
a relatively inelastic demand. In 1956, however, the price increase 
in New York City, possibly interacting with rising rates paid for 
time deposits, was followed by a net loss of over 51,000 demand 
deposits at the city’s state-chartered banks. Several of the major 
banks reacted by offering a temporary reduction in service charges 
to new accounts. That year the new accounts were charged an an- 
nual price lower than that which existed before the 1956 price in- 
crease. Partly as a result of this policy, 47,000 accounts were re- 
couped. But this was a temporary measure, and demand deposits 
in New York City’s state-chartered banks declined by 27,000 ac- 
counts in 1959.4 


24. Annual Reports, 1957-59 (New York: New York State Department of Banking), 
Schedule A, Part 14. This figure should be enlarged by several thousand accounts to 
include losses at national banks in the city. While not all deposits lost were special 
accounts, we can probably assume that they accounted for the bulk of the decline. 
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SUMMARY 

) 

: Through the use of average consumer behavior and average bank 
charges, a schedule of determinate prices in different markets was 
constructed from the several variable elements composing the con- 
sumer’s cost for the special checking service. Analysis of these 
prices offers evidence that they are generally above marginal cost. 

f TABLE 8 

COSTS OF TRANSFERRING FUNDS IN 1955 
r Average 
Full Price 

- ’ per Check 

” Special checking account (no limit): 

| HL 6 & & oS iat wie ath watereite wo-Se aGeaie 21 .2¢ 

x Oe IN 65.2.5. oisiewrn stab alansoie divreleigwis ocues scan 18.4 

Regular checking account (no limit):* 
Approximation based on an average balance of $700.......... 22. 6¢ 
Postal money order (up to $100): 
EE iS <i uiow anened 4 kp cie me aiedes uaemhenrs 15 .0¢ 
- oa |) a alike tnets tecceatg es aIaTE A eerie 20.0 
: a ith Gaeta testes 30.0 

te Bank money order (up to $250):f 

ri NI a a ois bana rit as ahs ge wena ik aioe aelaiovs 5 asarain ata 10.0¢ 

GI. oa cackoren pet adit em aioe ae 20.0 

Combination of savings account as depository and bank money 

orders (average savings balance: $200 at 3 per cent) :f 
DANE DUNE SANE GI. 6. 5s 5 shies ccc eaccucsececesscnvies 2.8¢ 
e Commenertial bamk memey GFee.. ..-.. 6 inc ciicice cccdcwocvcweve 12.8 
* The price of the regular check warrants a brief explanation. Based on his average special- 

5 account balance of $200, a consumer using the regular checking account would incur the pro- 

4 hibitive monthly charge of $3 at a New York City bank, since his monthly balance would be 

below the required minimum. A regular checking balance of $700, on the other hand, would 
be free of any direct charge, assuming the monthly activity of 2 depc josits and 7 withdrawals ex- 

S perienced under the special checking service. The consumer cost for the regular checking 

service is therefore entirely imputed. It includes an opportunity cost of 2 per cent applicable to 
se transactions balances, which for the average consumer is the $200 indicated by the voluntary 
average balance of the special account. The remaining-$500 of the regular account balance rep- 

yr resents idle funds kept to meet the requirements of this service. These latter funds incur the full 

opportunity cost of 3 per cent represented by an idle savings deposit. The total consumer cost 

d for a regular account is therefore estimated to be $19 a year or 22.6¢ per check. 

t In late 1959, several savings banks in New York City began to offer their depositors 

yr free bank money orders. There is no functional distinction between savings bank and com- 

é mercial bank money orders. 

2S t Assuming 7 money orders a month. 

1- 

1- Under normal competitive conditions, the profit margin would 

e- not be a source of concern. A high rate of return would attract 

ts competitors and induce an expansion in the number of firms, there- 

c- by increasing supply and lowering price. Because of public regula- 
tion, however, there is not free entry in the banking industry. In 

, addition, there is limited competition from substitutes of non-bank 


to financial intermediaries. A high profit margin is thus insulated 
ial from normal market forces and will persist in the long run. 
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Also absent in the pricing of checking services is the influence 
of public policy. Bank service charges have been exempt from anti- 
trust legislation by a 1918 ruling permitting a local bankers’ associa- 
tion to call on its members to use a uniform service charge.” 

However, the tenuous nature of the cost data employed in this 
study limits our ability to pass judgment on current profit margins. 
The calculations presented are basically for methodological purposes. 

25. Paton’s Digest (1926), Vol. I, Opinion 1408. Cited in Origin and Development 


of Charges for Banking Services by D. E. Hoffman and M. C. Miller (American Bankers 
Association, 1942), p. 36. 
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THE EARNINGS PERFORMANCE OF THE 
CONSUMER FINANCE INDUSTRY 


SIDNEY CoTTLE 
Stanford Research Institute 


CONSUMER FINANCE HAS COME to play a major role in America’s 
economic life since the end of World War II. Consumer finance 
companies’ have entered the ranks of “big business” and have be- 
come increasingly important from an investor standpoint. 

This article examines the postwar profitability of the cons.mer 
finance industry in terms of (1) an analysis of the composite carn- 
ings record of the principal units in the industry, (2) a comparison 
of this record with the composite performance of the major indus- 
trial enterprises in the nation, and (3) a comparison with the per- 
formance of the primary industries in the manufacturing and trade 
sectors of the economy. 

To make the interindustry comparison, this study uses a sub- 
stantial body of data already compiled for 33 industry groups.® 
Therefore, the procedures employed in developing the 33-industry 
data have been adopted in both selecting the sample and compiling 
the financial information for the consumer finance industry. 


SAMPLE 


The consumer finance industry sample is confined to those com- 
panies listed on the New York Stock Exchange. The following five 
companies, which constitute the sample, are the largest firms in the 
industry: American Investment Company of Illinois, Beneficial 
Finance Company, Family Finance Corporation, Household Fi- 
nance Corporation, and Seaboard Finance Company. What propor- 
tion of the industry do these five companies represent? 

1. The total capital of the companies aggregated $861 million in 

1. Consumer finance companies, also known as personal-loan companies and small- 
loan companies, are principally in the business of making loans to consumers under laws 
patterned after the Uniform Small Loan Law, developed by the Russell Sage Foundation 
in 1915, and the subsequent revisions thereof. These loans are often made on an un- 
secured or signature basis. Where security is required, it usually is provided by a chattel 


mortgage on household goods or by the assignment of wages in the few states which 
permit this. 


2. For a discussion of the basic study and data up through 1955 see S. Cottle and 
T. Whitman, “Twenty Years of Corporate Earnings,” Harvard Business Review, May- 
June, 1958; see also the same authors, Corporate Earning Power and Market Valuation, 
1935-55 (Duke University Press, 1959). 
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1955, or nearly 46 per cent of the total of $1,891 million for the 
consumer finance industry as a whole.* 

2. In 1955, 3,180 consumer finance companies in the United 
States operated a total of 8,830 offices.* The five selected companies 
owned 25 per cent of these offices. 

3. At the end of 1955, the Federal Reserve Board estimated that 
all consumer finance companies held $2.7 billion of consumer in- 
stalment credit,° of which about $2.2 billion represented personal 
loans.* In the same year, the five sample companies, after deducting 
$189 million of Canadian business, held nearly $1.1 billion in out- 
standing loans. This total represented nearly 41 per cent of the 
consumer instalment credit for the entire industry. At the same 
time, the Federal Reserve Board estimated that the ten largest com- 
panies held about 50 per cent of the total instalment credit held by 
consumer finance companies.’ Therefore, the addition of the next 
five largest companies would have increased the sample’s outstand- 
ing loans as a percentage of the industry total by only 9 percentage 
points. 

There are substantial differences in size among the five companies. 
In 1957 the two largest firms constituted 70 per cent of aggregate 
capital, 65 per cent of aggregate loans, and 64 per cent of total 
branches for the five concerns. Although these two companies dom- 
inate the sample, they are reasonably comparable in size. Conse- 
quently, it would require an unrepresentative event or series of 
events reaching beyond the experience of a single company to dis- 
tort significantly the composite results for the entire sample. 

Judged in terms of two broad sources of funds—net worth and 
total borrowings—the 1957 financial structure proportions (com- 
mon stock, preferred stock, long-term debt, and short-term bor- 
rowings) of the companies were reasonably similar. Net worth 
ranged from 18 to 27 per cent and, therefore, total borrowings from 
82 to 73 per cent. In contrast, striking differences existed within 
each of these two broad sources. In 1957 one company obtained 
over 61 per cent of total funds through long-term borrowings and 
only slightly over 12 per cent from short-term sources. Another 


3. Federal Reserve Bulletin, April, 1957, p. 404. 
4. Ibid., p. 393. 


5. Ibid., p. 452. At the end of 1955, the substanding loans of sales and consumer finance 
companies totaled $11.1 billion. The consumer finance companies held, therefore, about 
one-fourth. 


6. Based on percentage distribution of loans by type as of June 30, 1955 (ibid., p. 396). 
7. Ibid., p. 394. 





—_— i. ai” | ae 


oo par. 


ince 
out 


96). 





Earnings of the Consumer Finance Industry 389 


company secured less than 19 per cent of total funds in the form of 
long-term debt and nearly 57 per cent in short-term obligations. 
Significant differences also existed in the use of common stock. In 
1957, this source of capital ranged from less than 12 to more than 
23 per cent of total funds. 

As far as possible, the effects of business operations in the United 
States other than consumer finance were excluded from the study. 
The principal operation outside the consumer finance area which 
could not be excluded was the handling of sales finance contracts. 
Such other activities as credit life insurance or the operation of 
commercial banks were of limited significance to the particular 
companies concerned. 

Sales finance contracts represented 30 per cent of all outstanding 
loan receivables in 1957 for one company and about 10 and 6 per 
cent, respectively, for two other companies. They were negligible 
for the two remaining companies. It is doubtful that sales finance 
contracts accounted for as much as 7 per cent of aggregate receiv- 
ables for the five sample companies. 

Two of the companies in the sample have significant Canadian 
operations. In 1957, one reported 29 per cent of its receivables orig- 
inating there, and the other, 17 per cent. A third company did not 
commence Canadian activities until 1956, and the other two did not 
operate in Canada during the period of the study. The Canadian 
operations of these companies are consolidated in their annual 
statements; therefore, they could not be excluded from our analysis.® 


TERMINOLOGY 


There is no universally accepted usage of terms for the basic 
financial series discussed in this article. As used herein, the terms 
are defined in the following manner: “Total capital” is the sum of 
the common stock (tangible book value), preferred stock, long-term 
debt, and minority interests. “Total funds” is the sum of total cap- 
ital and short-term borrowings. “Financial structure” is the relative 
proportion of total funds derived from common-stock capital, pre- 
ferred stock, long-term debt, and short-term borrowings. “Earnings 
available total capital” is the total of net income after taxes (sub- 

8. The loan business in Canada is similar to that conducted in the United States, al- 
though subject to national regulation as compared with state regulation in the United 


States. An amendment to the Canadian Small Loans Act which went into effect at the 


beginning of 1957 lowered the maximum permissible rates and retarded the growth of 
business during the year. 
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ject to possible adjustments)® plus tax-adjusted interest on long- 
term debt.’® “Earnings available total funds” is the aggregate of 
the earnings available total capital and the tax-adjusted interest on 
short-term borrowings. 


MEASURE OF PERFORMANCE 


The earnings performance of a company or an industry can be 
measured in several different ways. For the present analysis, it is 
considered that the fundamental measure of earnings performance 
is the relationship of earnings to the total investment.” 

Although the term “investment” is subject to varying interpreta- 
tions, it implies those funds which remain in a business on a rela- 
tively continuous basis, irrespective of the form of the obligation 
employed. It pertains to the total of all long-term funds employed 
in the undertaking and not to the total of all funds obtained through 
long-term instruments.” The issue is whether short-term borrow- 
ings’*® should be included, that is, whether total capital or total funds 
more appropriately represent the “investment.” 

For all practical purposes, the “investment” for most industrial 
concerns would be represented by total capital. Industrial corpora- 


9. It is considered that the historical earnings record of a firm should set forth the 
company’s total income experience and, further, that in a long-run study the results 
of a single year are of considerably less significance than the earnings for a period of 
years. If reported income does not include every real profit or loss item related to the 
normal operations of the business, it should, to the extent practical, be adjusted to do so. 


10. There is substracted from the interest paid the federal income taxes that would 
have been due had interest charges not been deductible for tax purposes. Through de- 
ducting from the interest payments the normal income tax and surtax in effect each year, 
the influence of capital structure differences between companies and industries is sub- 
stantially reduced. As a result of this tax adjustment, the earnings data more readily 
lend themselves to long-run and comparative analyses. This adjustment is also in accord 
with that made in the 33-industry data. 


11. For similar views see E. A. Dauer, Comparative Operating Experience of Con- 
sumer Instalment Financing Agencies and Commercial Banks, 1929-41 (New York: 
National Bureau of Economic Research, 1944), p. 125 and n. 2. Also, R. E. Badger and 
H. G. Guthmann, Investment Principles and Practices (New York: Prentice-Hall, Inc., 
1951), p. 233: “Imperfect as the results may be, probably the best single measure of 
profitability is to be had from the rate of return earned upon total investment.” See 
also S. Cottle and T. Whitman, “Twenty Years of Corporate Earnings,” Harvard Busi- 
ness Review, May—June, 1958, p. 101; and J. A. Longstreet, “The Capital Structure of 
Consumer Finance Companies” (unpublished doctoral dissertation, Northwestern Uni- 
versity, 1956). 


12. Longstreet, op. cit., pp. 62-65. For a broadly similar point of view see H. G. Guth- 
mann, Analysis of Financial Statements (New York: Prentice-Hall, Inc., 1953), p. 152. 
There the author, in discussing “bank loans which are semipermanent rather than a 
seasonal item,” states: “In cases of this sort, which are the exception among large in- 
dustrials, the analyst may prefer to restate the capital proportions to include such semi- 
permanent debt, even though it appears as a current liability.” 


13. These borrowings are mostly from commercial banks. 
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tions predominantly have limited short-term borrowings; in only a 
few industries are these borrowings regularly renewed and thus of a 
continuing nature. The limited extent of short-term borrowings is in- 
dicated by the fact that in the 1947-57 period obligations due with- 
in one year ranged from less than 1 per cent to not more than 3 
per cent of total funds for a composite group of major corpora- 
tions.** For this cross-section of major industrial enterprises, total 
capital and total funds would be nearly identical. As will be seen 
later, return on total capital was used as the measure of performance 
in the already cited basic study of 33 industries. 

For consumer finance companies, however, the situation is sig- 
nificantly different. In 1957, short-term borrowings constituted near- 
ly 23 per cent of the composite total funds of the five consumer 
finance companies covered by this study. Although evidenced by 
short-term notes, these obligations are customarily renewed. Dr. 
Longstreet holds that, in reality, these short-term obligations “rep- 
resent a regular long-term part of the funds employed in the busi- 
ness.””° In view of the magnitude and continuous nature of these 
short-term borrowings, total funds—rather than total capital— 
more adequately represent the “investment” in consumer finance 
companies. 

Marked changes have occurred postwar in the financial structure 
of the consumer finance industry sample. An examination of these 
changes is also significant in appraising the measure of earnings 
performance to be employed. 

Chart I shows the financial structure of the consumer finance 
industry sample for each year from 1947 through 1957. Two facts 
stand out. First, the proportion of total funds (total capital plus 
short-term borrowings) obtained from debt sources has risen from 
65 to nearly 76 per cent. Second, most of the debt financing has 
been in the form of borrowings with maturities in excess of one year. 
To illustrate, total debt increased by $951 million from 1947 to the 
end of 1957. Of this amount, nearly $738 million (78 per cent) was 
in the form of long-term obligations. As a result, long-term debt 
jumped from 25 to 53 per cent of total funds, and short-term ob- 
ligations dropped from 40 to 23 per cent.?® 

14. Federal Trade Commission-Securities and Exchange Commission, Quarterly Finan- 
cial Reports, United States Manufacturing Corporations (Washington, D.C.). 

15. Longstreet, op. cit., p. 63 


16. The shift from short- to long-term debt financing, which resulted primarily from 
the postwar change in the interest-rate structure, indicates the flexible course that con- 
sumer finance companies can follow in securing funds. Owing to the nature of their opera- 
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From the foregoing, it is considered that the return on total funds 
is a more meaningful long-run measure of earnings performance 
than is the return on total capital. The starting point for our analy- 
sis of the consumer finance industry, therefore, is an examination 
of the return on total funds from 1947 through 1957. 


THE Postwar RECORD 


Note from Table 1 that the return on total funds reached a post- 
war peak of 6.9 per cent in 1948 and then steadily declined to a 
low of 5.3 in 1955. In 1956 the rate rose slightly to 5.5 per cent and 
in 1957 edged down to 5.4. The weighted average return dropped 
from 6.3 in 1947-51 to 5.5 per cent in 1953-57." 


tions and the liquidity of their companies’ assets, consumer finance managements have 
a much wider range of discretion in regard to financial structure than do industrial 
managements. 


17. The average has been computed from aggregate earnings and aggregate capital for 
each period. This type of average is considered to be more representative of the experience 
over a span of years than an arithmetic average of the annual ratics. 


CHART I 


CONSUMER FINANCE INDUSTRY SAMPLE 
(Capital Proportions, 1947-57) 























HTT 
ailn 
i 
BS 




















i 








































































































































































































1947 1948 1949 1950 1951 1952 1953 1954 1955 1956 


(_] shorr term =] LONG-TERM vest AND (G3 pmererred stock [9 COMMON 
BORROWINGS MINORITY INTREST 


















1957 


STO! 





~~ ooo -~-_, -—« se O° 


ds 
ice 
ly- 
on 


st- 
a 
nd 


ave 
rial 


for 
nce 

















1957 


DN STOt 


Earnings of the Consumer Finance Industry 393 


Decline in return on total funds——The explanation for the de- 
cline in the return earned on total funds may be found through 
analyzing the relationship of (1) total loans to total funds, (2) 
gross income to total loans, and (3) earnings available total funds 
to gross income. The first ratio indicates how fully total funds are 
employed. The second is a rough measure of the gross annual rate 
being charged on loans.’* More accurately, it is the gross amount 
collected on all outstanding loans.’® The third ratio measures the 
“earnings margin.” This is not the typical industrial “profit margin” 


TABLE 1 


CONSUMER FINANCE INDUSTRY SAMPLE: RE- 
TURN ON TOTAL FUNDS, 1947-57 


Return on 

Total Funds 

Year (Per Cent) 
WRG Ss geen saeeesetake eames 6.7 
| Be ee ne ae ee 6.9 
1949.... 6.5 
es. «.. 6.2 
Rr hts Si gene ree oe 5.9 
es 5.6 
i 5.6 
1954... 5.5 
se 5.3 
ane ee ree 5.5 
WN a kaise dd Vit wn bees 5.4 

Weighted averages: 

Se ee ae 5.7 
1947-51..... OME nr Rg te 6.3 
| re pactieocices aan 


but the ratio which results from dividing earnings available total 
funds by gross income. Table 2 sets forth these three relationships 
and the return on total funds. 

The ratio of total loans to total funds has risen from a 1947-51 
average of approximately 96 per cent to nearly 101 per cent in the 
1953-57 period. There are three possible reasons for total loans 


18. The rate has been computed by dividing gross income by the average of the loans 
outstanding at the beginning and end of each year. “Loans outstanding” is the gross 
amount less unearned discount but before deducting reserve for possible losses. It is de- 
batable whether the return should be computed on gross receivables or on net receivables 
after deducting the reserve for bad debts. For present purposes, the more important ques- 
tion is whether a consistent procedure is employed. 


19. Such a measure appropriately includes as a part of income all fees or charges 
incident to the extension or collection of loans. In order that the income analysis can be 
related to the ratio, “other income” is included in “gross income.” In no instance was 
“other income” of significance, so that, if it were excluded, the rate—for all practical 
purposes—would be unchanged. 
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exceeding total funds. First, there can be temporary cash accruals 
in the form of the reserve for depreciation and the reserve for bad 
debts. For example, in 1957 the reserve for bad debts amounted to 
nearly $60 million, or 3.6 per cent of total loans outstanding as of 
the year-end. Computed on a year-end basis, met loans were 97.1 
per cent of total funds. Second, the higher income tax rate in the 
more recent period has resulted in a somewhat larger tax reserve. 
As a result, a portion of the cash thus accumulated represents a 
temporary source of funds which can be used by a finance company 


TABLE 2 
CONSUMER FINANCE INDUSTRY SAMPLE: FACTORS DETERMINING RATE 
OF RETURN ON TOTAL FUNDS: RATIOS OF LOANS TO TOTAL FUNDS, 
GROSS INCOME TO TOTAL LOANS, EARNINGS AVAILABLE TOTAL 
FUNDS TO GROSS INCOME, 1947-57 (IN PER CENT) 


Earnings Avail- 


Rate of Total Loans Gross In- able Total 
Return on to Total come to Funds to 
Year Total Funds Funds Total Loans Gross Income 
1947. 6.7 96.2 25.6 27.0 
1948 6.9 96.5 2.2 28.5 
1949 6.5 96.4 25.0 27.0 
1950 6.2 96.2 24.2 26.4 
1951. 5.9 95.7 25.2 24.5 
1952 5.6 97.7 a. 22.6 
1953. 5.6 100.9 24.3 23 .0 
1954. 5.5 101.0 23.9 23 .0 
1955 a 100.6 23 .4 22.9 
1956 P 100.6 23 .3 23 .4 
1957. 5.4 100.7 22.9 23.4 
Weighted averages: 
1947-57... ‘ 5.7 99.3 24.0 23.9 
ot . e 6.3 96.3 25.0 26.4 
3965-57 ow ccs 5.5 100.7 23.5 23.1 


to carry additional loans rather than to purchase tax certificates or 
some other short-term security as would an industrial corporation. 
Third, intangibles, including deferred charges, have been excluded 
from total funds. These items represented slightly over 1 per cent 
of total funds in 1957. 

In any case, it is clear that total funds have been more fully 
used in the last five-year span than in the first. This would increase 
the return on total funds. But, since the rate of return actually de- 
clined, the explanation must lie in one or both of the other two 
factors. 

It can be seen from Table 2 that the ratio of gross income to total 
loans has declined. In 1947-51 the consumer finance industry sam- 
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ple loaned funds at an approximate annual gross rate of 25.0 per 
cent and in 1953-57 at 23.5 per cent. For the most part, the impact 
of this lower rate on the return earned on total funds has been 
offset by the rise in the ratio of loans to total funds. This fact may 
be readily established by an examination of the relationship of 
gross income to total funds, which is actually the product of the 
gross rate charged on loans and the ratio of loans to total funds. In 
1947-51, gross income averaged 24.0 per cent of total funds, and 
in 1953-57 it was a very close 23.7 per cent. Accordingly, the de- 
cline in the gross rate charged on loans does not provide the full 
answer. 

It must follow that operating expenses plus taxes are taking a 
larger proportion of each dollar of gross income than formerly. 
Referring again to Table 2, note that, whereas 26.4 per cent of each 
gross income dollar remained available for total funds in 1947-51, 
only 23.1 per cent remained available in 1953-57. 

The decline in the rate of return on total funds is attributable, 
therefore, to the combined effect of a decline in the gross rate 
charged on loans and in the amount of each dollar of gross income 
remaining available for total funds after deducting operating ex- 
penses and taxes. 

Income-statement analysis——In view of the significant drop in 
the earnings margin, the composite income statement for the sam- 
ple was analyzed to determine the expense categories in which the 
major changes have occurred. 

Table 3 sets forth composite expense and income ratios for the 
industry. Both the operating-expense ratio (before bad-debt al- 
lowance) and the bad-debt allowance (after deducting recoveries) 
have declined a little. For the period 1947-51 the operating-ex- 
pense ratio (before bad-debt allowance) averaged 47.5 per cent, 
and by 1953-57 it had eased to 46.4 per cent. In the same two pe- 
riods, the bad-debt allowance ratio dipped from 6.1 to 5.7 per cent. 

In sharp contrast, the interest expense jumped from a 1947-51 
average of 7.1 per cent of gross income to a 1953-57 average of 
11.0 per cent.*° The substantial rise in the interest-expense ratio 
more than offset the decline in the operating-expense and bad-debt 
allowance ratios. 

The upward movement in the interest rates on short- and long- 

20. It should be pointed out that the rise in the interest-expense ratio is the combined 


result of an increase in the proportion of total funds obtained in the form of debt as well 
as an increase in the interest rate. 
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term borrowings** (shown in Chart II) is to be contrasted with 
the decline in the gross annual rate being charged on loans (“gross 
income to total loans”), which was set forth in Table 2. 

The actual cost of the borrowings is somewhat higher than shown. 
The aggregated figures used consist of “interest payments” and do 
not include—whenever segregated in the company reports—charges 
for amortization of debt discount and expenses and redemption of 
issues. Because of the impact of substantial refunding costs in a 
single year on that year’s charges** and because of differences be- 


TABLE 3 
CONSUMER FINANCE INDUSTRY SAMPLE: EXPENSES AND NET INCOME 
BEFORE AND AFTER TAXES AS PER CENT OF OPERATING INCOME 
1947-57 (IN PER CENT) 


Operating 


Expenses Net 

before Bad-Debt Income Net 
Bad-Debt Allow- Interest before Income 

Year Allowance ance Expense Taxes* after Taxes 
1947. ; 50.8 6.2 5.9 37.0 23.4 
1948 49 3 6.3 6.6 36.8 23.7 
1949 48.0 6.4 aoa 37.0 22.8 
1950 46.3 5.9 a 40.3 22.4 
1951 45.6 5.9 8.1 40.8 19.9 
1952 45.6 5.6 9 4 39.0 18.1 
1953 45.5 BR 9.9 38.7 18.3 
1954 47.1 $2 10.3 a2 .5 18.1 
1955 47.9 5.7 10.2 36.0 17.6 
1956 46.0 5.6 11.5 36.8 17.7 
1957 45.7 6.1 12.6 35.1 17.2 

Weighted averages: 

1947-57 46.6 5.8 9.8 37.4 18.9 
1947-51 ; 47.5 6.1 7.1 38.8 cs 
1953-57 46.4 a 11.0 36.7 17.7 

* After adding certain income and deducting other expense items not included in preceding ratios. There- 

fore, the net income ratio is not necessarily the remainder after deducting the aggregate of the three preceding 


ratios from 100 


tween companies in both their accounting and their financial poli- 
cies, the relationship of “interest payments” to borrowings was com- 
pared with the gross income to total loans ratio. In this manner, it 
is possible to contrast the broad change in the relationship of the 


21. The interest rates have been computed by dividing the aggregate interest payments 
for the consumer finance industry sample on each type of borrowings by the average of 
the amount of debt outstanding at the beginning and end of the year. For one company, 
it has been necessary to estimate the breakdown of interest payments between short- 
and long-term borrowings 


22. The inclusion of the amortization of debt discount and expense and of redemption 
charges would have increased the cost of long-term debt in 1950 from 2.9 to 3.5 per cent 
and in 1954 from 3.6 to 3.9 per cent. In most of the other years, it would have had little 
effect. 
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gross rate earned on total loans and the composite interest rate paid 
for borrowed funds. 

Note from Table 3 that the increase in the interest-expense ratio 
was greater than the reduction in the operating-expense and bad- 
debt allowance ratios. Consequently, the net income ratio before 
taxes (after adding certain minor income and deducting expense 
items not included elsewhere) dropped from approximately 39 per 
cent in 1947-51 to slightly less than 37 per cent in 1953-57. 

In the 1947-57 period the corporate federal income tax rate rose 


CHART II 


CONSUMER FINANCE INDUSTRY SAMPLE 
(Composite Interest Rate on Short-Term and Long-Term Borrowings, 1947-57) 
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from 38 to 52 per cent. As a result of the compounding effect of a 
higher tax rate and a lower net income ratio before taxes, the net 
income ratio after taxes dropped from a 1947-51 average of 22.1 
per cent to a 1953-57 level of 17.7 per cent. 

This examination of the postwar earnings record of the consumer 
finance industry sample has. shown that the decline in the return 
earned on total funds is the product of several financial cross-cur- 
rents. Although the ratio of loans to total funds rose, this improve- 
ment was more than offset by a decline in the gross rate charged 
on loans. Accordingly, gross income as a percentage of total funds 
dipped slightly. There was an improvement in the operating-ex- 
pense and bad-debt allowance ratios, but this gain was more than 
wiped out by a marked rise in the interest-expense ratio and by 
increased federal income taxes. Consequently, the amount of each 
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dollar of gross income remaining after all expenses and taxes was 
lower. 


COMPARISON WITH COMPOSITE EARNINGS PERFORMANCE OF 
33 INDUSTRIAL GROUPS 


The appraisal of the relative profitability of the consumer finance 
industry sample in terms of the over-all experience of major in- 
dustrial enterprises in the nation poses an analytical problem. Since 
return on total funds is the more basic measure of profitability for 
the consumer finance industry, it is necessary to decide whether it 
can be meaningfully compared with the already compiled data show- 
ing the composite earnings rate on total capital for the 33 indus- 
tries. This involves determining whether the return on total funds 
for the 33 industries would be significantly different from the re- 
turn on total capital. To appraise this differential, the relative im- 
portance of short-term borrowings for the 33 industries in 1957 has 
been ascertained, and their importance in the 1947-56 period has 
been estimated. 

Although short-term borrowings in 1957 were important in 2 or 
3 of the industry groupings, they were either non-existent or of 
little significance in 12. For all 33 groups, they constituted only 
about 3 per cent of total funds.** On the basis of these figures and 
estimates for the individual years from 1947 through 1956, it is 
concluded that, in terms of the composite financial structure of the 
33 industries, short-term borrowings were not of sufficient magni- 
tude in the postwar period to have an appreciable effect on the rate 
of return. 

Clearly, the composite return on total funds for all the industries 
will be lower than the return on total capital. However, since our 
test checks indicate that the difference would not be substantial, the 
return on total capital for the 33 industries is considered to repre- 
sent a reasonable performance yardstick. 


23. It is to be emphasized, however, that most industrials have a substantial amount 
of trade credit, whereas consumer finance companies do not. In 1957 “other notes and 
accounts payable,” which includes trade payables, constituted 6.6 per cent of total assets 
of the industrial corporations. If “federal income taxes accrued” were added, the total 
would rise to 11.7 per cent of total assets. In the same year, the aggregate of these two 
groups of items for the consumer finance industry sample was 5.4 per cent of total assets. 
To provide a rough check on the influence of the differences in current liabilities on rates 
of return, the 1957 return on total assets has been computed for the consumer finance 
industry sample and estimated for the 33 industries. The consumer finance return on 
total assets is 5.1 per cent, or about 53 per cent of the estimated industrial return of 
9.6 per cent. The return on total funds for the consumer finance group was 5.4 per cent, 
which is slightly below 50 per cent of the return on total capital of 10.9 per cent for the 
industrial group. The difference in 1957 between the two ratios, therefore, was modest. 
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Chart III provides a graphic comparison of the return earned on 
total funds by the consumer finance industry sample and the com- 
posite return on total capital for the 33 industries. Both series are 
characterized by a downward drift. The industrial return on total 
capital dropped from a 1947-51 average of 13.5 per cent to a 1953- 
57 average of 11.6 per cent and the consumer finance return on 
total funds from 6.3 to 5.5 per cent. In contrast, the series are dis- 
tinguished by a marked difference in cyclical stability and by a 
significant earnings differential. The industrial return is much more 
volatile and substantially higher than that for the consumer finance 
companies. 

Because of the significant cyclical fluctuations in the industrial 
earnings rates and the contrasting greater stability in the earnings 
of the consumer finance industry, substantial variations occurred 
in the relationship between the two series in 1948, 1950, and 1955. 


CHART III 


CONSUMER FINANCE INDUSTRY SAMPLE AND COMPOSITE EXPERIENCE OF 33 INDUSTRIES 
(Comparative Rates of Return, 1947-57) 
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In spite of these wide annual fluctuations, however, the average 
relationships for the 1947-51 and for the 1953-57 periods were 
quite similar. In the first five-year span the return on total funds 
for the consumer finance industry sample averaged 46.7 per cent 
of the composite 33-industry return on total capital, and in the sec- 
ond it was slightly higher, averaging 47.4 per cent. 

Comparison with the individual performances of the 33 industrial 
groups.—Although our primary concern is with the relative return 
earned by the consumer finance industry on its invested capital, it 
is also interesting to examine the relative growth in investment in 
the industry. Accordingly, this important corollary of profitability 
is included in the following comparative analysis of the consumer 
finance industry and each of the 33 industrial groups. 

Return on total capital—tThe principal objective of the interin- 
dustry analysis is to determine the position of the sample in the 
industrial earnings spectrum. Because of cyclical factors, profit- 
ability in a single year is an unsatisfactory measure of relative per- 
formance. Accordingly, the five-year span 1953-57 has been selected 
for our test. The next step is to determine whether for this period 
the return on total capital for the consumer finance industry sample 
can be meaningfully compared with that of each of the 33 industries, 

Although the postwar shift from short- to long-term financing was 
marked, the major portion occurred prior to December 31, 1953 
(see Chart I). From the year-end 1947 to the year-end 1953, short- 
term borrowings dropped 11.6 percentage points (from 39.9 to 28.3 
per cent of total funds), whereas from 1953 to the end of 1957 the 
decline was 5.4 percentage points (from 28.3 to 22.9 per cent). 
Moreover, not only was the change considerably less in the 1953-57 
span, but also the departures in any one year from the 1953-57 
average of 26 per cent were relatively modest. Consequently, total 
capital was a relatively stable percentage of the “investment” in 
the consumer finance industry sample in 1953-57, and thus, during 
this period, the return on total capital was not distorted by major 
shifts in financial structure. Therefore, if reasonable consistency in 
the capital base is taken as the criterion, it may be concluded that 
a comparative analysis of the rates of return on total capital for 





— 


the consumer finance industry sample and each of the 33 industrial | 


groups over the 1953-57 span is appropriate. 

In this span the average return on total capital of 6.8 per cent 
earned by the consumer finance industry sample ranked it thirtieth 
among the industries covered in the 33-industry study (Table 4). 








age 
ere 
nds 
ent 
seC- 


rial 
urn 
1, it 
t in 
lity 
mer 


rin- 


ofit- 
per- 
cted 
riod 
nple 
ries, 
was 
953 
ort- 
28.3 
the 
nt). 
57 
5-57 
total 
) in 
ring 
ajor 
y in 
that 
| for 


) 


trial | 


cent 
tieth 





Earnings of the Consumer Finance Industry 401 


It may be concluded that, although the consumer finance industry 
enjoys a much more stable return than do industrials as a whole, 
it is not a high earner in relation to the major industrial groups in 
the United States. 

Growth in capital_—Because of financial structure shifts, total 
capital in the consumer finance industry sample has increased from 
approximately 60 per cent of total funds in 1947 to about 77 per 
cent in 1957. It follows that the postwar growth in total capital has 
been more rapid than the growth in total funds. Consequently, com- 
parison only on the basis of total capital would represent an over- 
statement of the fundamental growth of the industry. For this rea- 


TABLE 4 


COMPARATIVE INDUSTRY EARNINGS RATES ON TOTAL CAPITAL 
(Average Rate 1953-57) 


MR ran gat ctpe ee oes pee <<. oe 
Pe IRS ccwk bard ctkeconiwesaedons 20.8 
MI ire ea rtw ace decuk cade «read 19.5 
Apparel and accessory chains................. 14.6 
ok i ee rT eee” 14.6 
I Soin howe nga ely merce wk va noa Rea 14.4 
IN or a cicrecstpctia hax Sc ee nemecuom hon 13.2 
Auto parts and accessories................... 13.0 
a er ee er re 12.8 
General industry machinery.................. 12.5 
SEE 5) OER AE ee on eee eee ee 12.2 
Tone POCDE, GI GORD. ...... oo ccc cccscws ceed 12.1 
OPT e eT TORTIE TTT 12.0 
Electrical supplies and equipment. ............ 11.8 
Rs etree dt anaehas nat eb eee een oes 11.5 
eer ee 11.5 
Paper and allied products.................00- 11.4 
PMN III So vk. 5 oo vison sinc awedewsanesed 10.9 
ck ales esis eh Alara Wiel xigine o Wick bab mune, ot 10.8 
Sens Saeed 10.4 
RE ES TS yy ee era wees 10.2 
Chemicals, excluding Du Pont*............... 10.1 
NN So ictbns cane wabiie s Soke tis 9.6 
ee gad iy late ek reed Oe 9.0 
a er 8.4 
ee eee 8.1 
Limited-price variety stores.................. 8.1 
I I 5s ons Gs me's arsine vaemueieoaras 8.1 
UE NIN icin oss cede dane se bius 7.9 
COU ME PINIAINCE,. 6 vos cc cccecccseves 6.8 
ah he ae Hed ak as eee ata 6.2 
Agricultural machinery...................... 5.9 
a5 65 6. cos ocr vend Peet aeae 5.8 


c= 
o 


IES Sings cawdimenacaniireelnceews 
* In accordance with Cottle and Whitman, Corporate Earning Power and 
Market Valuation, 1935-1955 
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son, growth is examined in terms of both total capital and total 
funds. 

The increase in investment may be measured in two ways: (1) 
by using 1947-49 as a base period and developing indexes for the 
postwar period and (2) by determining the rate of growth per 
annum from a mathematically fitted trend line. Table 5 shows the 
indexes of total capital and total funds for the consumer finance 
industry sample. 

In terms of the 1947-49 level, the growth in both total capital 
and total funds has been pronounced. Note from Table 6 that, on 
a total-funds basis, the increase for the consumer finance industry 


TABLE 5 
INDEXES OF TOTAL CAPITAL AND TOTAL 
FUNDS FOR SAMPLE (BASED ON 
1947-49 = 100) 
Index of Index of 
Year Total Capital Total Funds 

1947... 80 83 
1948... 99 100 
1949... 121 117 
1950.... , 147 143 
1951... 184 174 
1952... 227 205 
a 268 235 
1954... ss 303 260 
_, 331 285 
1956... ay 388 332 
Ds dia! 5.5 rk 463 377 


sample exceeded that for every industrial group except radio and 
television, and on a total-capital basis it outstripped that for all the 
industrial groups. 

Distortions may exist in any base period selected, and, conse- 
quently, the index in subsequent years may be unduly low or high. 
To reduce the influence of a base period, the 1947-57 trend for the 
data has been computed and the annual growth rate measured. So 
that the fit of the trend to the annual data may be readily seen, 
Chart IV has been prepared. In nearly every year, the trend lines 
cut closely through both the total-capital and the total-funds figures. 

The respective growth rates on total capital for each of the 33 
industries have also been computed. Chart V, which provides a com- 
parison of the growth rates on both total capital and total funds for 
the consumer finance industry sample with the growth rate on total 
capital for each of the industrial groups, also reveals the pronounced 
postwar growth which has characterized the consumer finance in- 
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tal {  dustry.* The annual rates of increase for total funds of 16.2 per 
cent and for total capital of 19.0 per cent exceed the increase in 
1) | total capital for the top-ranking industrial group—the aircraft in- 
the dustry—with 16.1 per cent. 
er 
the ' CONCLUSIONS 
= A number of broad conclusions may be drawn from this analysis 
| of the postwar earnings performance of the consumer finance 
tal industry. 
on 
try 24. The growth rate may be influenced by the fact that consumer instalment credit in 
1947 was still in the process of emerging from the influence of wartime restrictions. 
; 
TABLE 6 
COMPARATIVE INDUSTRY GROWTH IN TOTAL CAPITAL 
(Index 1957; 1947-59 = 100) 
CONSUMER FINANCE (total capital).......... 463 
a, nee 381 
CONSUMER FINANCE (total funds). .......... 377 
) Paper and altied products... .. 20... s.csccceenee. 295 
Meee Sead care en oS ss oeatcnte cae 279 
I ice a oa hig Ses wid lactordl au oa 274 
Chemicals, excluding Du Pont................... 253 
ee ere err ere 238 
ee iret esciah aes win vies eatha oat Selva mea otoins 234 
eee ee ee 229 
od. innacaeb-a Kony ce Satara cles SRO 227 
fe ee. a ee 224 
II oo Soo ox c.uls ora 8 pad wale on 216 
d I GE a gi a ace nt Ak, Ae 208 
and | General industrial machinery.................... 206 
the GES RSE a RN eae im mcr 205 
| Electrical supplies and equipment................ 197 
RE en ee PO Pee ES 196 
nse- I nt A nee 190 
igh. a Sit oie a nd wns cna eunhoate seat 
the ) Agricultural machinery......................... 185 
I I 5. Sor v.o- odisre veiw Doawnes one See 183 
So 5.5 <wnwevdedd sae onwenewens 172 
een, EL nr Tt 170 
. ET ETT TREC ere eee 170 
ines gga 
Pio Sater atontials aiaacainn wade wim neon 169 
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1. The profitability of the industry declined in the postwar pe- 
riod. The return earned on total funds by the consumer finance in- 
dustry sample dropped from 6.3 per cent in 1947-51 to 5.5 per cent 
in 1953-57. This decline is the product of several financial cross- 
currents. Although the industry has more fully utilized its total 
funds (as measured by the ratio of loans to total funds), this im- 
provement has been more than offset by a decline in the gross rate 


CHART IV 


CONSUMER FINANCE INDUSTRY SAMPLE 
(Comparative Annual Growth Rates in Total Capital and Total Funds, 1947-57) 
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charged on loans. Furthermore, although the industry has increased 
its operating efficiency and reduced bad-debt allowances, this gain 
has been more than wiped out by a marked rise in the interest-ex- 
pense ratio and increased federal income taxes. 

2. The decline in earnings rate encountered by the consumer fi- 
nance industry sample was slightly less than that encountered by 


CHART V 


CoNSUMER FINANCE INDUSTRY SAMPLE AND INDIVIDUAL EXPERIENCE OF 33 INDUSTRIES 
(Comparative Growth in Total Capital Annual Average Rate, 1947-57) 
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the major industries in the United States. In 1947-51 the return 
earned on total funds by the sample was 46.7 per cent of the com- 
posite return on total capital earned by 33 major industry groups 
in the manufacturing and trade sectors of the economy; in 1953-57 
the consumer finance return edged up slightly, to 47.4 per cent of 
the industrial return. 

3. The composite return earned by the five major consumer fi- 
nance companies was substantially more stable than that for the 
33 industrial groups as a whole. 

4. In relation to individual industry groupings, the return on 
total capital for the consumer finance industry sample for the 1953- 
57 span was less than that for 29 of the 33 major industrial groups. 

5. The growth in both total funds and total capital for the con- 
sumer finance industry sample has been pronounced. In terms of 
annual growth rates, it has outstripped every industrial grouping. 
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THE PRICE OF UNDERWRITING SERVICES ON 
CORPORATE DEBT, 1935-52* 


AverRY B. CoHAN 


University of North Carolina 


UNDERWRITING SPREADS on new corporate debt offerings declined 
substantially between 1935 and 1952—on the average, slightly more 
than 50 per cent. This decline was the by-product of great changes 
during the period in the character of the market for long-term cor- 
porate debt. 

In the pre-SEC period, the investment bankers were in substan- 
tially full control of the market. Private placement and competitive 
bidding (except on railway equipment trust certificates) were vir- 
tually non-existent, and issuers in need of long-term debt financing 
had no real alternative but to sell bonds to the bankers—by and 
large, through the medium of a negotiated transaction. The bankers 
resold such bonds directly (and indirectly through non-underwriting 
dealers) to a widely scattered multitude of individual investors. 
And in the nature of the negotiated transaction, the bankers did 
not compete with each other, in terms of price, for the custom of 
issuers. 

But beginning in the early thirties, issuers of all sorts began to 
find a variety of new alternatives available to them. IFS (Industrial- 
Financial-Service) issuers were able to choose between the nego- 
tiated transaction, on the one hand, and private placement, on the 
other, and, in some circumstances, between these two alternatives 
and bank term loans. During a large part of the period and especial- 
ly in the more recent years, most PU (Public Utility) issuers were 
able to choose, more or less freely, among three alternatives: a ne- 
gotiated transaction, a PSB, or a private placement. Rail issuers, 
it is true, had fewer alternatives available to them than did IFS and 
PU issuers—largely because the financial institutions, especially in 
the earlier part of the period, were not much interested in rail se 
curities. But competitive bidding was a real alternative before 1944 
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(and numerous rail issuers availed themselves of it), and it was 
compulsory after 1944. In short, by 1950, less than 40 per cent of 
all corporate debt offerings were underwritten; less than 6 per cent 
were negotiated; wide distribution to individual investors had de- 
creased substantially in importance; and the bankers were com- 
peting actively in terms of price—with each other and with other 
sources of funds. 

A variety of influences participated in producing the foregoing 
result: the passage of the Securities Act of 1933, the compulsory 
competitive bidding rules, the decline in interest rates. But the most 
important influence by far was the decision by individual investors 
to hold a larger proportion of their funds in assets, the dollar value 
of which was “guaranteed.” This decision led directly to the re- 
markable growth of the assets of financial intermediaries, which, in 
turn, meant the creation of a large source of funds alternative to 
the public offering. It meant, conversely, that issuers were freed, to 
a substantial extent, of dependence on what had been the bankers’ 
prime resource—to wit, their highly efficient selling organizations, 
their selling “know-how,” and, in general, their highly developed 
ability to place securities with large numbers of widely scattered 
individual investors. 


rr a aS Sa 


ee we! 


THE LENDING POLICY OF THE EXPORT-IMPORT 
BANK: A STUDY IN PUBLIC POLICY* 


ROBERT REUBEN DINCE, JR. 
University of Georgia 


THIS STUDY ATTEMPTs to weigh the effectiveness of the Export- 
Import Bank as the United States government’s official foreign lend- 
ing agency. A critical analysis of the bank is developed both from 
official sources and from a study of internal loan memoranda pre- 
pared by the bank’s staff. 

Large-scale portfolio lending by the United States ended at the 
beginning of the great depression, and the Export-Import Bank was 
founded by the government in 1934 as a very limited substitute. As 
the bank’s role expanded through the years, the type of loans made 
by the bank has changed according to the dictates of American 
foreign economic policy. But the bank’s primary goal has always 
been the financing of United States foreign trade. 

Because of its infinitesimal loss record, the bank’s major lending 
criteria should perhaps have considerable practical and theoretical 
significance as guides to long-term foreign lending. The bank’s 
published reports and internal memoranda reveal four such criteria. 
First, no loan shall be made except for the dollar costs of the loan 
project. Second, each loan must be capable of being repaid in dollars. 
Third, loans shall be made for specific purposes only; this is in- 
terpreted to mean that the bank’s staff will investigate each loan 
application to discover whether the project is within the technical 
abilities of the borrower and whether the project is domestically 
solvent; it is also interpreted to mean that each loan project will 
generate sufficient dollar exchange to amortize the loan. Fourth, all 
loans must be in harmony with the general economic and political 
goals of the United States. The first three criteria are inconsistent 
with widely accepted economic principles. But such divergencies 
must occur if the bank is to conform to the more important “public 
policy” criterion. 

Tied loans—the bank’s first criterion—are shown to be less strict 
in application than is generally believed. Study of the internal mem- 
oranda shows that the banks has made several exceptions to this 
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rule when there were strong enough policy reasons for doing s0. 
While tied loans tend to misallocate world resources, the strongest 
argument against the dollar-cost-only rule is political. As long as 
the United States is a strong supporter of unfettered free trade, the 
bilateral effect of many Eximbank loans is in opposition to stated 
government policy. 

Various devices used to make loans supposedly more credit- 
worthy have been found to be wanting. Official government guaran- 
ties have been rejected by the bank because they lead to political 
intervention. Rapid amortization—a technique used by the bank— 
probably has forced the bank to renegotiate some loans in order to 
forestall default. The almost default-free record has been main- 
tained by flexibly working out new loan arrangements when bor- 
rowers begin to face difficulties. 

Despite some exceptions, specific-purpose lending has been the 
mainstay of bank policy. This technique has enabled the bank to 
provide valuable managerial services to borrowers, thus helping to 
overcome the problems of an unsuitable investment environment. 
The dollar gaining or saving aspects of basic social capital loans 
have been ignored when other policy factors have been determining. 

Co-ordination of Eximbank loan policy with over-all govern- 
mental policy has been consistently difficult. Though the bank likes 
to act as if it were an independent institution, it has been forced to 
conform to a higher level of government policy; yet it has refused 
to make certain submarginal loans simply to advance American 
political aims. 

Shifting government policy has made the Eximbank a somewhat 
fickle lending institution. Qualified borrowers have not always re- 
ceived loan accommodation; unqualified borrowers have not always 
been rejected. But the Eximbank clearly has played a useful role; 
and, considering the change in the international financial position 
of the United States in 1958-59, it is likely that it will provide an 
even larger proportion of total foreign financial assistance, since 
Congress considers that its operations increase American exports. 
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THE NEW JERSEY PROPERTY TAX—SUBSTITUTE 
FOR STATE AID?* 


HEnryY J. FRANK 


Princeton University 


WHILE MOST OF THE states have been relegating the general prop- 
erty tax to a lesser role in their tax structure, New Jersey has been 
preserving its position. One state after another has adopted one or 
more of the so-called broad-based taxes, i.e., personal income, cor- 
poration income, and retail sales. New Jersey, in company with only 
two other states, has resisted this movement. 

Other states have developed formulas for paying over a substan- 
tial amount of state-collected revenues to local units of government. 
In common with the others, New Jersey does have some shared 
taxes and does have formulas of state aid for schools, roads, and 
welfare, but the amounts are nominal by comparison. 

A description of the present tax structure of the state is followed 
by a tax history from 1911 to date as a means of explaining its 
current revenue patterns. A detailed examination of the financing of 
local governments, municipalities, counties, and school districts re- 
veals the relative importance of property taxes and state aid in 
their revenue structure. For each type of governmental unit, not 
only is the property tax analyzed, but all the formulas involving 
intergovernmental payments are studied. 

The administration of the property tax is discussed in detail. The 
law and the practice in the assessment process, the tax levy, and 
the collection procedure are explained. Equalization procedures at 
the municipal, county, and state levels are interpreted in historical 
perspective. 

A comparison of the tax structure of the 48 states indicates that 
New Jersey, like most of the other states, relies heavily on the 
property tax at the local level. Its uniqueness lies in the complete 
absence of any so-called broad-based tax in the revenue structure. 

Explanations are offered for the divergencies between the revenue 
and aid structure of New Jersey and that of almost all the other 
states. Economic factors which compelled other states at various 
crises in their history to adopt one and often two or three of the 
broad-based taxes were not strong in New Jersey. 
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Although New Jersey is a property-tax state, the burden of prop- 
erty taxes is not unduly heavy today. The administration of the 
property tax in New Jersey is conducive to its acceptance by the 
mass of voters. Local units of government are jealous of their po- 
litical powers and in most cases find the property tax a satisfactory 
means of raising revenue and of making tax policy decisions at the 
local level. Property taxation by local governments is not merely 
available to them, it is encouraged by the state. 

New Jersey has been able to resist broad-based taxation because 
of certain underlying economic strengths: individual income is high 
and regular, state expenditures are low, and present selective sales 
and privilege taxes are highly productive. Ability to resist broad- 
based taxes is reinforced by the political climate. Eventual capitula- 
tion by New Jersey to a broad-based tax is predicted, but the timing 
is a matter of conjecture. 


THE FORMATION OF BUSINESS EXPECTATIONS 
ABOUT OPERATING VARIABLES* 


MILLARD HAsTAYy 
Washington State University 


THE PERIOD SINCE World War II has witnessed the rapid develop- 
ment of sample surveys of businessmen’s short-term plans and an- 
ticipations. Such surveys are now conducted periodically in most of 
the countries of the Western world that can be classed as industrial- 
ly advanced. Their common characteristics are (1) the querying of 
enterprises concerning their expectations about a number of varia- 
bles entering into their operating plans; (2) the registration of the 
reports in qualitative rather than quantitative form; and (3) the 
compilation of corresponding qualitative reports on recent trends of 
the same and related variables. The principal compiler of survey 
data of this type in the United States is Dun & Bradstreet, Inc., with 
main headquarters in New York City. 

The present essay represents one phase of a research project 
aimed at explicating the nature and usefulness of such data, with 
particular reference to the Dun & Bradstreet surveys. The essay 
begins with an effort to relate such data, referred to as “diffusion” 
series, to more familiar economic aggregates of the type long com- 
piled by goverment and private research agencies. The argument is 
adduced that diffusion data are closely related to rates of change in 
corresponding economic aggregates—for example, that the distribu- 
tion of reported directions of change in individual-firm sales tends 
to vary as the rate of change in aggregate sales of the same firms. 
On the basis of this result, the main burden of the essay is an in- 
vestigation of the determinants of business plans and anticipations 
as these are revealed in diffusion data. Somewhat different basic 
models of the process of expectation-formation are proposed for 
manufacturers, on the one hand, and for wholesalers and retailers, 
on the other; and various modifications of these models are explored. 

Since all these models involve simultaneous economic relations, a 
fundamental problem of the essay is to investigate the technical 
complications encountered in the estimation of such relations when 
expressed in terms of diffusion data. For a combination of methodo- 
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logical and substantive reasons, a class of models known in the 
literature of econometrics as “recursive” is favored. Based largely 
on such models, the substantive findings disclose a fairly high degree 
of rationality in the short-term planning of business firms. With 
particular reference to inventory policy, the intentions of business- 
men appear to be consistently related to their reported prospects or 
anticipations; and the latter in turn appear to be meaningfully re- 
lated to their reports of past experience. Numerous tables and 
charts exhibiting these relationships are presented, and interpreta- 
tions are made of their economic implications. The conclusion is 
reached that the findings of earlier research in this area have been 
too readily interpreted as revealing a rather low degree of rationality 
and foresight in the short-term expectations of businessmen. 


THEORIES OF INFLATION AND CONSUMER 
INSTALMENT CREDIT* 


JoHN R. KREIDLE 
University of Arkansas 


THE RAPID INCREASE in instalment credit since the end of World 
War II, and especially during 1955, has been of major concern be- 
cause it was thought that this credit contributes to economic in- 
stability. The primary purpose of this study is to investigate the 
inflationary characteristics of consumer instalment credit. 

A historical review of consumer credit theories shows that econo- 
mists have not reached a general agreement on these theories. More- 
over, economists do not agree on the exact nature and causes of 
inflation. 

This study examines, first, the economics of inflation. Economic 
theories are based on several assumptions. In one, known as the 
“monetary theory,” it is assumed that a change in the quantity of 
money is the primary cause of inflation; but, since the volume of 
trade and the velocity of money are assumed to be constant, the 
validity of the quantity theory is subject to serious criticism. An- 
other theory attributes changes in the price level to changes in the 
total volume of spending for consumption and investment. Wage 
increases in excess of productivity gains tend to push prices up. 

The second objective of this investigation is to establish the role 
of instalment credit in the economy. Analysis is made of the nature, 
meaning, and function of instalment credit; the nature and type of 
goods purchased; and the institutions engaged in making instalment 
loans. The demand for instalment credit service is a derived de- 
mand, based on the desire for high-priced durable goods which can- 
not be bought easily from current income. The supply of instalment 
credit comes from the funds flowing into consumer credit institu- 
tions in the form of savings and bank credit. Instalment credit 
statistics, analyzed in relation to measures of economic activity and 
the over-all debt structure, show the growth and importance of in- 
stalment credit. 

Third, the study analyzes instalment credit as an inflationary 
force. Theories of inflation are examined with respect to the relation 
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of instalment credit to aggregate demand, as well as to the relation- 
ship of consumers’ spending and income. On the one hand, an ex- 
pansion of instalment credit may have inflationary effects, depend- 
ing on whether total spending is higher than it would be without 
such credit. On the other hand, an expansion of instalment credit 
favorably affects economic activity if it encourages increased pro- 
duction of durable goods, since many industries that rely on credit 
are subject to decreasing costs and important economies are ob- 
tainable from an expansion of their output. An examination into the 
actual inflationary developments in the United States during the 
period 1929-58 reveals that large government expenditures and 
wage increases have been responsible for most of the inflationary 
movements. 

It is concluded that the influence of instalment credit on the price 
level depends on its effects on aggregate demand as well as on ag- 
gregate supply. It appears that, in the long run, instalment credit 
has increased supply, resulting in mass production, mass distribu- 
tion, and lower prices. The use of instalment credit has also changed 
the structure of consumer demand by increasing the demand for 
automobiles and major household goods while lessening demand for 
many other commercially produced products and services. Finally, 
it is concluded that instalment credit is not a major cause of in- 
flation; therefore, direct control of the amount of such credit granted 
per se, as a curb on inflation, is not necessary. 
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BUSINESS FINANCING AND TAXATION POLICIES* 


C. F. OWEN 
College of William and Mary 


TAX ISSUES HAVE an important effect on the methods of financing 
used by industrial companies—i.e., the proportions of funds derived 
from the retention of earnings or the sale of different types of se- 
curities—and thus influence the capital structures of the companies. 
As well, both company and government depreciation policies exert 
an effect on methods of business financing to an extent that has not 
been fully appreciated. 

The 20 per cent dividend tax credit provides an incentive for pri- 
vate investors to invest in stocks rather than bonds because, with 
similar yields, the after-tax return from stocks is higher than from 
bonds. Even with dividend yields which are substantially lower than 
bond yields, tax considerations make it better to invest in stocks 
than in bonds. 

The dividend tax credit most noticeably increased the price and 
marketability of preferred shares and stimulated manufacturing 
companies to increase substantially their issues of preferred shares 
in 1953-56. The evidence suggests that any increase in the tax 
credit on common stocks would provide a further stimulus to private 
investors to buy equities. 

Corporate investors also have an incentive to invest in Canadian 
stocks because dividend income is received tax-free. This tax provi- 
sion contributed to the establishment of new investment organiza- 
tions in the postwar period and especially of non-resident-owned in- 
vestment corporations and has encouraged both new and existing 
investment organizations to invest heavily in Canadian stocks. The 
tax assessments of trust companies provide them with a strong in- 
centive to receive dividend income and to realize capital gains in 
their capital accounts. As a result of the way in which their taxable 
incomes are computed, life insurance companies have no tax incen- 
tive to receive dividend income. 

The effects of high tax rates are mitigated by the deductions al- 
lowed by the Income Tax Act in the computation of taxable income 
and the fact that certain items, mainly capital gains, are not in- 
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cluded in taxable incomes. Most types of financial institutions have 
opportunities for realizing capital gains. Other tax-mitigating pro- 
visions are of particular significance to banks, investment, trust, and 
insurance companies. Investment organizations, including non-resi- 
dent-owned investment corporations, have been prepared to incur 
a greater tax liability in order to realize tax benefits for their share- 
holders. Also, tax factors are used extensively by investment funds 
to attract new shareholders. The rapid growth of these investment 
organizations in 1946—56 is all the more important in view of their 
preference for stocks rather than bonds. 

In the period 1946-56 companies obtained substantial amounts 
of capital by retention of earnings and by bond issues. These poli- 
cies, which resulted in significant tax and non-tax advantages to the 
companies, were facilitated by the existence of investors whose in- 
terests were complementary to those of the industrial companies. 
Retention of earnings is acceptable to investors, private and institu- 
tional, who wish to realize capital gains. When companies retain 
earnings and investors obtain their return in the form of capital 
gains, the total tax liability of company and shareholders is reduced 
to a minimum. 

In terms of the flow of funds, retention of earnings enables com- 
panies to lay first claim on some of the funds available in the econ- 
omy. Such actions by companies increase the general level of savings 
as compared with what it would be if earnings were distributed but 
not saved by shareholders. 

The volume of debt financing has been made feasible by the high- 
ly receptive market for bonds, notably affected by the policies of 
life insurance companies. Retention of earnings by industrial com- 
panies is compatible with the interests of all bondholders when re- 
tained earnings are used to purchase assets which would be included 
in the bond indenture. 

Industrial companies are able to increase their internal cash 
flows by use of the diminishing-balance method of computing capital 
cost allowance and thus are less dependent on the supply of savings 
in the capital market. In effect, reserves for future tax payments 
are a source of interest-free funds to companies. Alternatively, if 
companies wish to obtain funds from the capital market, the internal 
funds generated by capital cost allowances are an aid to industrial 
companies in the successful issuing of bonds. 

The earning capacity of large corporations greatly offsets the 
effects of taxes on both the flow and the volume of aggregate sav- 
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ings. In 1951-54 between 438 and 562 companies with total assets 
of $10 million and over retained 51.9 per cent of total corporate 
undistributed profits. This accounted for $2,918 million out of 
$5,626 million retained by some 50,000 corporations. The net profits 
of the companies in the asset classes of $10 million and over were 
such a large part of total corporate net profits that they were able 
to pay out a substantial part of their earnings and yet retain large 
amounts of money for reinvestment. 

A positive step toward easing the effects of taxation on small en- 
terprises would be to create a special tax category, similar to that 
for investment companies or non-resident-owned investment cor- 
porations, for financial institutions which supply long-term capital 
to small but growing businesses. A policy comparable to that which 
has existed toward mining companies for many years would also 
seem valid for small industrial companies. 

The present system of determining capital cost allowances has the 
disadvantage of being too uniform within the main categories. In 
order to introduce a greater degree of flexibility in the system of 
capital cost allowances, a certain amount of ministerial discretion 
would seem justified. The adaptation of the plan undertaken by the 
Australian federal government of tax concessions for underdevel- 
oped areas could aid and encourage enterprise and might also be 
extended to depressed areas or industries. 

The flow of funds within the capital market could be stimulated 
appreciably by tax changes directly relating to the capital market. 
The remarkable responsiveness of parts of the capital market to 
given taxes, or tax changes, reflects the tax consciousness of finan- 
cial organizations and investors. However, existing and future pos- 
sible tax incentives should be more direct and specific in their effects 
instead of being left too general, with their consequences diffused 
over the capital market and not affecting particular parts of the 
market as they could. Furthermore, general tax policies, such as 
that toward capital gains, should be re-examined in order to ascer- 
tain their specific effects on the capital market. 











THE PANIC OF 1819: CONTEMPORARY OPINION 
AND POLICY* 


Murray N. ROTHBARD 
The Princeton Panel, Princeton, NJ. 


THE PANIC OF 1819 was America’s first great depression. This study 
investigates the search for remedies propelled by this new and puz- 
zling disturbance to an economy first beginning to emerge from an 
undeveloped stage. The work discusses the remedies that were pro- 
posed and the resulting controversies and policies pursued. 

The reasoning in these debates was on a highly sophisticated level. 
The disputants showed full familiarity with the European economic 
literature and were able to make original contributions in their 
study of American conditions. In fact, the panic served as an im- 
petus for the development of a body of systematic economic thought 
in America during the 1820’s. Also foreshadowed were many modern 
theories and proposals: e.g., the relation between the interest rate 
and the profit rate, the problem of changes in the purchasing power 
of the dollar, the subjective theory of value, the Austrian theory of 
overspending, pump-priming, the stress on velocity of circulation, 
the theory of hoarding and dishoarding, full-employment policy, the 
reduction of taxes on consumption to stimulate spending, analysis 
of flows of “hot money,” and a “Federal Reserve System.” The 
currency principle emerged in this discussion before its introduction 
to the English scene, and it anticipated the hard-money doctrines 
of the Jacksonian movement. 

Arguments centered on proposals for monetary expansion, direct 
measures for debtors’ relief—such as stay laws to postpone execu- 
tions on judgments for debt and minimum appraisal laws on debtors’ 
property—and the protective tariff. Proponents of these measures 
promised relief from the depression. Stay and minimum appraisal 
laws would aid debtors and bolster business activity, while monetary 
expansion would lower interest rates, supply credit, and raise prices. 
The tariff would relieve manufactures, cure unemployment, and 
supply a home market for agriculture. 

The opponents asserted that the measures would only aggravate 
the depression. The critics of debtors’ relief maintained that credi- 
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tors would lose confidence, and they further warned that paper 
money would depreciate. Free traders charged that the tariff would 
worsen the existing commercial depression and place tax burdens on 
consumption. Critics of all legislative relief generally relied on in- 
dividual “industry” and economy as the only lasting cure for de- 
pressions. Some also rested their case on general laissesz faire 
philosophy. 

The legislative struggles over money and debt were largely waged 
at the state level, as prevailing constitutional theory focused re- 
sponsibility for banking and debt on the states. Several western 
states enacted, over bitter opposition, a program of state inconverti- 
ble paper, not directly legal tender but expected to perform the 
functions of money. Rapid depreciation, caused by inflation and 
adverse judicial decisions on their constitutionality, led to repeal of 
these measures and the eventual return to specie payment. 

On the federal level, there were quite a few ambitious proposals 
for national inconvertible paper and contrasting plans for elimina- 
tion of paper and complete return to specie. No fundamental change 
aroused much interest in Congress, however. The depression years 
also saw the rise of an enthusiastic protectionist movement, eager 
to protect such newly emerging manufactures as cotton and woolen 
textiles, glass, and iron. The proposed protective tariff of 1820 
passed the House and failed in the Senate by only one vote. 

While the tariff struggle was waged on geographical lines, the 
conventional view that debtors’ relief and paper-money conflicts 
were fought on geographical, occupational, or income-class lines is 
strongly contradicted. The controversy cut sharply across all these 
lines. Western legislation was closely fought, and conflicts raged in 
many eastern states. Wealthy and respectable men were the leaders 
on both sides. 











A STUDY OF CASH PLANNING IN SMALL 
MANUFACTURING COMPANIES* 


JosepH C. SCHABACKER 
University of Wisconsin 


SEVERAL SIGNIFICANT investigations have been conducted to explain 
the causes of failure among small businesses. The most widely ac- 
cepted theory forthcoming from such studies is that poor internal 
management is the predominant factor in failure. Businesses do not 
fail merely because they are small. 

The purpose of this study is to explore one specific phase of the 
managerial job in small companies, namely the forward planning of 
cash requirements. Many small business owners allow themselves to 
be pressured into ad hoc decisions as a result of no advance plan- 
ning. The research was designed to test the hypothesis that “the fi- 
nancial health of a small manufacturing firm is directly related to 
the amount of formal cash planning which is done.” 

A formal cash plan is here defined as a written forecast, as op- 
posed to mental estimates. The definition of a small manufacturing 
company is a firm with 150 employees or less. 

The solution of this problem involved a determination of the 
kinds of financial planning feasible, an analysis of how much is 
actually being done, and the formulation of a minimum amount of 
financial planning that should be accomplished. 

A random sample of twenty-eight small machinery manufacturing 
companies in the Los Angeles area was investigated. Financial and 
operating data were obtained through questionnaires and personal 
interviews with the president (or senior executive). In addition, in- 
formation was collected from each company’s outside auditor, from 
the bank loan officer, and from Dun & Bradstreet files. 

Statement analyses were prepared for the Dun & Bradstreet four- 
teen financial ratios for each company for the period 1951-56. These 
ratios were compared with appropriate industry results by year as 
published by Dun & Bradstreet. A “score” was then developed for 
each company representing (a) over-all operating results and (6) 
net profit results. 

The responses to the questionnaire items by the three parties and 


* A dissertation completed at the University of California at Los Angeles in 1959. 
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the comparative ratio analysis results were then analyzed to de- 
termine whether the use of formal (written) cash planning resulted 
in higher profits or improved operating results. 

This investigation of twenty-eight small machinery manufacturing 
companies in Los Angeles indicates that there is no direct correla- 
tion between higher profits in the small company and the act of 
formal (written) cash planning. The evidence does not support a 
preconceived notion that the eight out of twenty-eight presidents 
who used written cash forecasts experienced any greater profit re- 
sults or over-all operating improvements thereby. Other variables in 
the business environment appear to have had a stronger influence on 
profitability. 

However, there are times in the life of a small company when 
formal cash forecasts seem to be crucial. These include (a) when a 
company is undercapitalized, (6) when a lending institution is ap- 
proached for a loan, and (c) when a company is contemplating or 
experiencing a growth stage. 

Evidence in the study pointed to a need for more assistance in 
matters of financial planning on the part of bankers and certified 
public accountants for their small-business clients. 








FEDERAL TAXATION OF LIFE INSURANCE 
COMPANIES: THE SAVINGS 
INSTITUTION APPROACH* 


RAYMOND FRANCIS VALENTI 


Syracuse University 


TAXATION OF LIFE insurance companies for income tax purposes has 
long been an unsettled area of the federal revenue system. An early 
experiment with the application of comprehensive definitions of in- 
come and expenses to life insurance companies was abandoned in 
1921 after eight years of controversy and litigation. Since that time 
the industry has been taxed under several versions of the investment 
income theory, which, in essence, taxes only upon that portion of 
investment income not required for policy reserves. Consequently, 
from 1921 until the present, premiums and capital gains have been 
excluded from the tax base; nor have general business expenses 
been allowed as deductions. 

Unfortunately, laws based on the investment income concept have 
proved to be inflexible; as a result, frequent rewriting of the statutes 
has been necessary either (1) to correct intraindustry inequities or 
(2) to bolster yield, which has diminished at times despite contin- 
uous growth in the industry. Each revision has ultimately developed 
deficiencies, which have led, in turn, to further revisions. Congress 
has explored the issues in committee hearings eight times since 
1913; nevertheless, the historic dissatisfactions persist—no satis- 
factory tax formula has as yet emerged. “Stop-gap” laws have been 
in effect since 1950, as the industry and the Treasury have sought 
to devise an acceptable permanent formula. The Treasury indorses 
as permanent legislation some form of the total income approach of 
the 1913-21 period; the industry, however, continues its traditional 
support for the investment income method. 

Conceptual and administrative limitations weaken both the total 
income and the investment method as acceptable techniques for 
measuring taxable income of life insurance companies. These in- 
adequacies develop primarily from certain distinctive aspects of 
life insurance which create areas of controversy. The major con- 
flict areas revolve about (1) the dual nature of life companies as 
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protection-selling businesses and institutions of deposit, (2) diffi- 
culties involved in determining underwriting gains and losses on a 
year-to-year basis, and (3) competitive issues arising from the 
mutual-stock division within the industry. This paper rejects the 
traditional approaches as useful measures for resolving these issues. 
This rejection has led to the formulation of the “savings institu- 
tion” approach—centralized about the theory that the proper meth- 
od of taxation must proceed from the savings-institution character- 
istics of life insurance companies. Basically, this system permits the 
underwriting function to be exercised without tax consequence, con- 
tending that tax laws should not penalize this unique and socially 
desirable contribution of insurance. However, to the extent that in- 
surance companies operate as savings institutions, taxes would be 
imposed in a manner substantially similar to other savings institu- 
tions—notably mutual savings banks and savings and loan associa- 
tions. Moreover, the individual who elects to save in one—rather 
than in another—of these institutions would also be accorded equal 
tax treatment. 

Following guideposts established for taxing savings banks and 
savings associations, life insurance companies would (1) report to 
policyholders the interest element in the annual increment in the 
cash value of policies (this interest would be taxable income to 
policyholders); (2) be permitted to create a tax-free contingency 
reserve equal to 10 per cent of statutory policy reserves; (3) pay 
taxes at corporate rates on profits retained in excess of this reserve. 
Formally, stock and mutual insurers would be taxed alike; effective- 
ly, stock insurers would be taxed more severely. Reporting would 
conform essentially to the industry-wide uniform accounting system 
established by the state insurance departments. Consequently, all 
income—premiums, investment income, and net capital gains— 
would be included in the tax base, and all operating expenses, re- 
serve interest requirements, and policyholder dividends would be 
deducted before deriving net operating gain. Several minor modifi- 
cations are also proposed based upon considerations of equity and 
administrative simplicity. 











FEDERAL AID TO EDUCATION: SOME ECONOMIC AS- 
PECTS OF MAJOR LEGISLATIVE PROPOSALS FOR THE 
FEDERAL SUPPORT OF PRIMARY AND SECONDARY 
EDUCATION IN THE UNITED STATES, 1946-58* 


Ray OrvAL WERNER 
Colorado College 


EDUCATIONAL FINANCE—particularly since World War II—has 
been an important subject of United States federal legislative con- 
cern. Many proposals to provide general financial support for ele- 
mentary and secondary education have been introduced. Although 
little attention has yet been devoted to the measurement of the 
specific fiscal effects of the major legislative proposals, such meas- 
urement is essential in discovering the most defensible type of pro- 
gram. Promotion of fiscal equity and maintenance of the political 
values that inhere in United States federalism ought to be given 
great weight in the ultimate acceptance or rejection of any educa- 
tional aid program. Probable effects of educational expenditures on 
economic growth and the inherent values of education should also 
be weighed in choosing any course of action. 

Modifications of existing techniques for determining the incidence 
of federal and state taxes permit computations to be made of the 
extent to which significant elements of fiscal inequity now exist in 
federal and state tax structures. Taxpayers similarly situated in all 
relevant respects except state of residence are accorded markedly 
dissimilar tax treatment. Since taxes ultimately will be levied by the 
federal government to provide any funds authorized for fiscal sup- 
port for education, the existing distribution of tax burdens will 
thereby be altered. Moreover, the expenditure of federal aid funds 
will probably accrue to taxpayers in a pattern unlike the accrued 
burden of taxes, so the net position of spending units ex taxation and 
cum expenditures will, on an interstate basis, be altered. Major fed- 
eral legislative proposals introduced since 1946 can be tested by 
measuring the combined tax burden and expenditure benefit accruing 
to taxpaying units in selected states representative both of the eight 
major United States economic regions and of the most important 
relevant variables affecting educational finance. Comparative eval- 

* A dissertation completed at the University of Nebraska in 1960. 
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uation of the net changes in interstate tax burdens falling upon 
spending-unit income groups which would result from the major 
alternative proposals reveals marked differences among proposals. 

Application of techniques devised to evaluate major legislative 
proposals to aid education indicates that, of the various kinds of 
politically realistic programs, one seems clearly most desirable. An 
unmatched flat-grant plan, best typified by Representative Cleve- 
land Bailey’s proposal of 1954 (H.R. 7467), would conform most 
closely to the criterion of a maximum reduction of interstate fiscal 
inequity. Moreover, such a type of proposal would be fiscally less 
complicated than would alternative aid plans. Matched subventions 
and miscellaneous fiscal proposals are, in varying degree, inferior 
to the unmatched flat grant either because they serve less well to 
redress fiscal inequities or because they embody unnecessary fiscal 
complications, or both. 

Thus it can be concluded that if general federal support for ele- 
mentary and secondary education is eventually provided, an analy- 
sis of alternative programs will show that dissimilar results will 
occur. Among the several types of proposals introduced since 1946, 
an unmatched subvention would be most effective and most realistic 
in maintaining and strengthening the United States federal system. 








ACTIVITIES OF STUDENT AFFILIATES 
1959-60 


NEW YORK UNIVERSITY 


Taking advantage of their location at the site of the country’s money and 
capital markets, the members of the Finance Society of New York University 
visited a number of financial institutions in the Wall Street area. Over the course 
of the 1959-60 school year they visited the American Stock Exchange, the 
Cotton Commodity Exchange, the New York Stock Exchange, the Federal Re- 
serve Bank of New York, and several leading brokerage firms. 

In addition, Finance Society meetings included talks by representatives of 
financial institutions on such topics as “The Importance and Validity of the 
Financial Page,” “The Responsibilities of Broker and Investor,” and “The Im- 
pact of Government Policies in Today’s Markets.” 

The Finance Society has also participated in two NYU interclub expositions. 
In the fall semester the Society developed an exhibit centered on money and 
displayed a counterfeit detection machine, several cases of rare coins and cur- 
rency, and literature concerning the history of the dollar. In the spring semester 
the Society exhibited examples of the variety of promotional and educational 
literature issued by brokerage firms, banking houses, and siock exchanges. 

A student-faculty reception provided an additional opportunity for members 
to become better acquainted with the workings of the financial community. 

The present officers of the Finance Society are: President, Ellen M. Nedell; 
vice-president Arthur H. Schain; treasurer, Paul J. Vercesi. The faculty sponsor 
is Arnold W. Sametz. 


MARQUETTE UNIVERSITY 


The Marquette Chapter of the American Finance Association held monthly 
meetings during the last year at which executives and analysts from various types 
of financial institutions appeared. Mr. Lyle Hammond, manager of the Milwaukee 
Office of Dean Witter & Company, appeared at the October, 1959, meeting and 
spoke on “General Investing Principles.” At the November meeting Mr. Walter 
Dryburgh, chartered life underwriter for New York Life Insurance Company, 
discussed “The Opportunities in the Insurance Field.” In January Mr. E. P. 
Hartman, vice-president of the Northern Bank, led a discussion on employment 
opportunities in commercial banking. Mr. Lowell Pfeifer, of Thompson & McKin- 
non, lectured on “Buying and Selling Securities for Profit” at the February meeting. 
In April Mr. Archie Johnson, of Wauwatosa Realty Company, talked on “Buying 
Investment Property.” 

In May the Chapter traveled to Chicago and visited the Board of Trade, the 
Midwest Stock Exchange, and the Federal Reserve Bank. 

The officers of the Chapter are: President, Mike Borden; vice-president, John 
Esser; treasurer, Dan Donovan; and secretary, Terry Vitha. The faculty sponsor 
is Francis J. Calkins. 
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UNIVERSITY OF TEXAS 


The members of the student chapter at the University of Texas heard the fol- 
lowing speakers over the course of the school year: Tom McCrummen, Jr., 
assistant vice-president, American National Bank of Austin; William Barker, 
research analyst, Dittmar and Company, San Antonio; John Bickley, professor of 
insurance,, University of Texas; James Byrd, economic adviser, National Bank 
of Commerce of Houston; W. E. Tinsley, commissioner, Municipal Advisory 
Council of Texas; William Stewart, endowment officer, University of Texas; 
Marshall B. Hall, past president, Trust Company of Georgia; Leslie Peacock, 
economist, Federal Reserve Bank of Dallas; James Munson, departmental ex- 
aminer, State Banking Department of Texas; and Jeff Austin, Sr., banker, 
Franston, Texas. 

The Chapter made two field trips during the school year, the first to Houston 
to visit the National Bank of Commerce, Underwood Niehaus Investments, the 
Houston Cotton Exchange, the Continental Oil Company, and T. J. Bettes 
Mortgage Bank and the second to Dallas to visit the First National Bank; Salomon 
Brothers and Hutzler Investments, Southland Life Insurance Company, Texas 
Instruments, and the Texas Consumer Finance Association. 

The Chapter prepared a minature stock-market exhibit for B.B.A. Week, which 
won first place in the booth contest and also placed second in the contest for the 
B.B.A. Week trophy. 

The officers for the 1959-60 school year were: presidents, Harvey Mitchell 
and Bill Shirley; vice-presidents, Davis McGill and Ruben Soto; secretaries, Bill 
Warren and Joe Poyner; treasurers, Bill Shirley and Dan Jackson. The faculty 
sponsor has been David Townsend. 


UNIVERSITY OF MINNESOTA 


The student chapter presented four speakers during this last school year. A 
representative from the Minneapolis office of Merrill Lynch spoke in November 
on “The Activities of the New York Stock Exchange.” At the December meeting 
Mr. Raymond Bender, of the Prudential Life Insurance Company, discussed “The 
Variable Annuity: Its Development, Aims, and Future.” Professor Ben Sutton 
led a discussion on “Vocational Opportunities in Finance” at the January meeting. 
Mr. Walter R. Youngquist of the First Federal Savings and Loan Association in 
Minneapolis, appeared in April and discussed various aspects of the savings and 
loan industry. 

The officers for the 1959-60 year were: president, John Hollander; vice-presi- 
dent, Joseph Leicht; secretary, Julia Schillberg; treasurer, James McGuire. The 
faculty sponsors were Ben Sutton and Harold W. Stevenson. 








BOOK REVIEWS 


Business Finance 


Financial Management. By RoBert W. JoHNsON. Boston: Allyn & Bacon, 1959, 
Pp. xi+596. $6.95. 


This book is a definitely sound contribution to the growing literature which 
emphasizes the functional field of business finance. In its emphasis upon finan- 
cial management. upon the unique position which the financial manager occupies 
in a modern business firm, this text increases the opportunities for instructors to 
broaden their classroom instruction as well as to stimulate more students toward 
an appreciation of this basic financial function. 

The author provides a sound conceptual framework for emphasizing the role 
of the financial manager in determining the quantity of funds for business opera- 
tion, the techniques used to acquire these resources, and the hoped-for effective 
allocation in the business enterprise. This concentration upon the profile of the 
financial manager is, of course, not totally accepted by older treatises on the 
well-defined field of corporation finance. In those well-documented works the 
institutions of finance are precisely examined, mostly with the view that they are 
important ends in learning as well as causative factors in the workaday financial 
world. This book shifts the focus to the managerial function and, in so doing, 
deserves considerable approbation for the vitalization of the field of financial 
management. 

As some earlier books have done, this text tends to overemphasize the area of 
short-term financing of business firms. This appears to be only a modest short- 
coming but could disturb the more traditional-minded instructors whose class- 
room concentration has been heavily upon the corporate form and the long-term 
capital instruments germane to this business form. Supplemental reading may be 
necessary, should more emphasis be desired upon the capital instruments of 
corporations, the security markets where they are the principal evidence of 
corporate financing, and the many technical and policy problems which arise 
from their use. Greater emphasis upon the traditional materials of corporate 
finance in a future revision could solve this tension. 

The style of the book is very simple and lucid, with an informality that, to this 
reader, lulls one into too easy acceptance of the issues being presented. It is pos- 
sibly too easy to read, but, with the preparation of undergraduates being so gen- 
erally excoriated as being inferior for sophisticated language, the chatty style of 
the author will be very acceptable. The freshness of the presentation and the 
consistent push on the frontiers of business finance make this book a very ac- 
ceptable undergraduate text in those progressive curriculums where financial 
management has a vital, even pivotal, position. 

RICHARD E. BALL 
University of Cincinnati 


The Management of Corporate Capital. Edited by Ezra SoLomon. Chicago: Free 
Press, 1959. Pp. 327. $7.50. 


This volume continues a publishing program which the Chicago Graduate 
School of Business inaugurated in 1916. It consists of 22 essays reprinted from 
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the journal literature of the last seven years grouped under four headings: 
“Measuring Investment Worth,” “The Cost of Debt and Equity Funds,” “Gen- 
eral Solutions to Optimal Investment Decisions,” and “Special Aspects of Capital 
Measurement.” 

As the editor of this volume notes, these essays deal with how problems should 
be solved rather than how they are resolved in practice. They deal with decision 
processes for the selection of actions which will lead to the chosen goals. Inci- 
dentally, several of these essays include extended bibliographies of the literature 
in this field. 

All the essays in this volume assume that the goal of capital management is 
the maximization of long-run earnings to present stockholders. In a broad sense, 
the function of capital management is the direction of funds into and through a 
business to achieve this end, often through the medium of a capital budget. 

Arguments presented in these essays are summarized by the editor as follows: 

Given the goal of long-run profit maximization, given specific and agreed upon esti- 
mates of benefits and costs for various uses of company funds, and given certain con- 
ditions in the capital markets, how should these be translated into optimal investment 
and financing decisions? This optimum solution requires three interrelated decisions: 
(1) the total volume of gross investment to be made; (2) the composition of expendi- 


tures; and (3) the composition of financing. Because each decision affects the other 
two, all three must be solved simultaneously. 


The editor suggests that 


there are a number of areas in which development in the theory of capital management 
can be foreseen. One of these areas is the use of newer techniques, such as linear pro- 
gramming, for the solution of capital budgeting questions. A second area is the systematic 
application of basic principles to specialized problems which involve the evaluation of 
cost and revenue estimates. Examples of these—not all of which are covered in this 
volume—are: (a) buy or lease decisions; (b) make or buy decisions; (c) equipment 
replacement decisions; and (d) decisions with respect to alternative methods of financing 
such as sale and lease-back vs. debt. With those developments, the recent trend toward 
systematic rather than implicit approaches to the problems of capital management is 
likely to move even faster in the decade ahead than it has moved since the end of 
World War II. 


In addition to the essays, this volume also includes two useful tables not gen- 
erally available: (1) the present value of $1 at rates of discount ranging from 
1 to 40 per cent per year and for periods of from 1 to 25 years; (2) the present 
value of $1 per year over the same range of discount and time. 

Although this book does not break new ground, it is a useful collection of the 
literature of the 1950’s on management of corporate capital. 


Ira T. ELtts 
Wilmington, Delaware 


Railroad Equipment Financing. By Donatp M. Street. New York: Columbia 
University Press, 1959. Pp. vii+177. $6.00. 


Mr. Street provides an authoritative, analytical account of railroad equipment 
financing in this clear and, at the same time, detailed but interesting treatment of 
the history, legal aspects, risks, and marketing aspects of this distinctive form of 
financing. It is the first full treatment of the subject since Kenneth Duncan’s 


Equipment Obligations (1924) and deserves to be regarded as the current stand- 
ard work. 
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It may come as a surprise to some that the amount of equipment purchases by 
railroads has been running at an annual rate of about a half billion dollars. The 
amount of railroad equipment obligations outstanding at the end of 1958 approxi- 
mated three billion dollars, not including the amount of equipment acquired un- 
der the Equitable Life Insurance Company’s lease financing program, amounting 
to $200 million through 1957. 

Because of the author’s long years of practical experience in the banking busi- 
ness, where his duties included the negotiation and drafting of conditional sales 
contracts for equipment, the book has a realistic flavor which makes it pleasur- 
able reading. The material will convey new ideas to many who are only generally 
acquainted with railroad equipment financing. Some of these items may be brief- 
ly mentioned. In commenting on why the conditional sales plan of equipment 
financing should have faded out after a quarter of a century in which the Phila- 
delphia Plan “ran a poor second,” Street concludes: “The major objection to use 
of the conditional sales plan is high esteem with which its alternative is regarded” 
(p. 27). 

His description of the procedures and practices involved in the marketing of 
equipment trust certificates is instructive (pp. 135-37). The technique of the 
private placement and the conditions under which it is legally valid are also set 
forth effectively (pp. 143-44). I am not aware of any other treatment which is 
as clear and effective as his discussion of the position of equipment trust certifi- 
cates in receivership and reorganization (pp. 71-72). He observes that, while 
equipment obligations are not riskless investments, the records show that vir- 
tually no investor suffered substantial loss if he was able and willing to await the 
outcome of receivership and reorganization proceedings. In most cases payments 
were maintained through the proceedings, and in most others delays involved 
were minor. 

The flavor of Street’s analytical ability may be indicated by his observation 
(p. 152) that equipment financing may not represent as strong a position today, 
when it represents more than a quarter of the outstanding funded debt of Amer- 
ican railroads, as it did a generation ago, when it represented a much smaller 
fraction. The ratio of equipment obligations to total debt of all steam railroads 
in the United States was less than 2 per cent of the total before 1900, under 6 
per cent through 1920, fluctuated between about 4 and 8 per cent between 1920 
and the end of World War II, from which time it has risen to over 25 per cent. 
The author’s observations about the time pattern of interest costs on equipment 
obligations in relationship to yield curves generally (the structure of interest 
rates) is likewise insightful (pp. 145-46). The book concludes with an evaluation 
of the Symes proposal presented to Congress in 1957. 

The field of business finance needs more studies of this kind. The author has 
strong analytical ability and sufficient understanding of institutional practices to 
give relevance as well as realism. 

J. FreD WESTON 
University of California 
Los Angeles 


Studies in Company Finance. Edited by Brian Tew and R. F. HENDERSON. New 
York: Cambridge University Press, 1959. Pp. xix+301. $6.50. 


This volume comprises a series of studies analyzing the financing practices of 
a large group of British companies in the years 1949-53, with particular reference 
to structural relationships for the period as a whole and their variation from 
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company to company, rather than to differences in investment and its financing 
from year to year. The book is about evenly divided between general chapters 
relating to all the individual companies and more detailed chapters on com- 
panies in selected industries. The former are likely to be of greater interest to 
American readers. 

The basic data utilized for the studies are end-of-year financial accounts as 
reported by 2,549 quoted companies, in manufacturing, building, and distribu- 
tion, that were in existence throughout the period. For each of these companies, 
standardized sources and uses of funds were derived from reported balance-sheet 
and profit-and-loss data—a herculean task, as this reviewer can appreciate. A 
major tool in the analysis of the data was the classification of each company 
according to sixteen characteristics, including not only industry and size but also 
rate of growth, extent of reliance on each of the major types of financing, liquid- 
ity position, and relation of interest payments net saving, and investment to net 
income. These classifications of individual companies and the frequency distribu- 
tions based on them represent an impressive contribution to available informa- 
tion on corporate finance. 

As is typical of most detailed analyses of corporate sources and uses of funds, 
the studies are not always easy reading. The relationships that are described are 
complex, and a number of the concepts—especially with respect to the handling 
of depreciation as a source of funds, the computation of liquidity position, and 
the definition of net credit extended—differ considerably from those generally 
in use in this country. The concepts are identified clearly each time they are 
used, however. The analysis is painstaking and thoughtful, though at times the 
studies have the rare fault of being overmeticulous with respect to their own 
shortcomings. 

One of the most interesting findings of the studies was that classification of 
companies by major industrial groups had very limited analytical value. Authors 
of the general studies found that company-to-company differences in financing 
methods were most striking when the companies were classified according to rate 
of growth or according to size, without regard to industry. Authors of the indus- 
try studies usually restricted their analyses to very detailed groups, e.g., brewing, 
cotton spinning and weaving, pottery. One can wonder, since disaggregation of 
business financial data in this country is usually by broad industries, to what ex- 
tent the general finding for British companies also obtains for American corpora- 
tions. One can hope that this series of studies will stimulate increased interest in 
this type of analysis by American economists. 

ELEANOR J. STOCKWELL 
Washington, D.C. 


Insurance 


Retirement and Insurance Plans in American Colleges. By W1LL1AM C. GREE- 
NOUGH and Francis P. Kinc. New York: Columbia University Press, 1959. 
Pp. xvi+480. $8.50. 


College benefit plans are an expanding industry. In 1939, 45 per cent of our 
institutions and 70 per cent of their staffs had retirement plans of one kind or 
another. In 1947, the percentages were as follows: institutions, 59; teachers, 85; 
by 1959, 76 and 91. The growth of major medical and group life insurance has 
been equally impressive and federal Social Security has been extended to 97 per 
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cent of our private and 84 per cent of our public institutions. For the present 
study two officers of the Teachers Insurance and Annuity Association and Col- 
lege Retirement Equities Fund asked 1,377 colleges and universities about their 
retirement and insurance plans and tabulated the data from 941 respondents in 
five sections (pp. 171-444): TIAA-CREF Retirement Plans, Self-Administered 
Retirement Plans, State Teacher and Public Employee Systems, Agency Insur- 
ance Company Plans, and Church Retirement Plans. Institutions from which no 
information was available are listed on pages 445-46. 

From the tables a teacher may obtain ready but condensed answers to such 
questions as these: Do they have a plan? When am I eligible? How much do 
they and I contribute? Do they also have OASI? Are there death and survivor- 
ship benefits? Administrators, by referring to pages 8-10, 64, and 65, will dis- 
cover that 49.6 per cent of the 956 institutions use TIAA-CREF; not all will 
agree with the authors that a well-organized plan will (1) help convince the 
superannuated that they should retire, (2) make all professors more professional, 
(3) help hold “above-average” staff members, (4) make it easier to part with 
those from whom prompt parting becomes desirable. Chapter iii contains brief 
accounts of federal Social Security (24 pp.), TIAA-CREF (8 pp., taken from 
their previous publications), state teacher systems (64 pp.), agency insurance 
plans (34 pp.), church plans (13 pp.), and “self-administered” plans (24 pp.). 

Chapter iv cautions planners to (1) include “all persons for whom the insti- 
tution may reasonably feel a responsibility”; (2) make the plan compulsory be- 
cause “it is wishful thinking” to expect many to save on their own and they do 
not know—or find out too late—that at age sixty-four a man’s expectancy is 
eighty and a woman’s eighty-four, that either may live beyond ninety; (3) in- 
vest the principal in both stocks and bonds because too few (except economists?) 
realize that they go up or down inversely; (4) provide for a waiting period until 
“the individual is really launched upon his career”—say age thirty; (5) assure 
him mobility—voluntary and involuntary—with a vesting provision but “no 
settlement . . . other than as an annuity”; (6) state a definite age at which he 
should retire to enjoy his benefits, although about 80 per cent “permit” (not 
negotiate) extensions, and 526 institutions, mostly private liberal arts colleges, 
use professors whom their own institutions have retired. 

The center of the book (chaps. v-ix, pp. 86-170) describes important features 
of retirement, life, basic hospital-surgical-medical, major medical, and disability 
insurance in plans now operative. The professor’s after-tax “take home pay” 
before retirement and after retirement are compared. The distinctions between 
non-funded, partially funded, and fully funded plans are explained. The annuity 
as insurance against the risk of “living too long” is extolled, and fixed-dollar and 
variable annuities are compared. Examples of contribution rates and resulting 
benefits, OASI included, are presented, and a few pros and cons on contributory 
and non-contributory plans are offered. “In only 28 of the 474 TIAA-CREF col- 
lege retirement plans does the employer pay the entire premium” p. 105). Con- 
densed and brief as it is, this section might well serve as an introductory short 
course for administrators and faculty committees considering the revision of 
their own or the adoption of new plans. It might also serve individuals who 
could or should enlighten themselves on the principles of personal financial 
hygiene. 

W. Bayarp TAYLOR 
Claremont Men’s College 
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Pension Funds and Economic Power. By PaAuL HarBRECHT. New York: Twen- 
tieth Century Fund, 1959. Pp. 328. $5.00. 


In 1959 a book by Adolph A. Berle entitled Power without Property was pub- 
lished by Harcourt Brace and Company. This book was partly based on the Staf- 
ford Little Lectures given by Mr. Berle at Princeton University in 1958. Later 
last year the Twentieth Century Fund published Pension Funds and Economic 
Power by Harbrecht, which applies Berle’s thesis to pension trusts in particular 
and to pension funds in general. In the Preface to this book August Heckscher 
indicates the intention of the Fund to study further the financial institutions 
which are “altering the nature of American capitalism.” This is a project which 
scholars and business leaders will follow with interest. 

Pension trusts have had a rather phenomenal growth in the past decade, their 
assets having increased from $54 billion in 1950 to over $22 billion in 1958, or 
from about one-seventh to one-fourth of the assets of all pension and retirement 
funds. This is reason enough to warrant an exploration of the implications of the 
existence and probable future growth of these funds. Their justification is, of 
course, the provision for an economically secure old age for the millions of union 
members and other workers for whom they are set up. 

Harbrecht has set forth in his book many facts and figures on pension-fund 
growth and has presented several interesting chapters on the law and its rela- 
tionship to trusts. Finally, he has prppounded a very controversial thesis on the 
concentration of power implicit in the control of so many billions of dollars in- 
vested in American corporations. 

The statistics presented here are not original but are primarily those published 
periodically by the Securities and Exchange Commission and some taken from 
the material prepared by George A. Mooney for the New York State Banking 
Department in 1955. Some of the data from the study made for the New York 
Stock Exchange quoted in the early part of the book could have been updated 
from more recent studies of stock ownership. There are other tables which could 
have been advanced by one or more years, such as those used in the takeoff 
material for the projection to 1970 in chapter 8. 

Because of his training in the law, the author seems most at ease in present- 
ing the legal framework within which pension trusts operate. Quite often, it 
would seem, the law is absent, vague, or ineffectual in either guiding the hand of 
the trustee or protecting the unsuspecting employee from being separated from 
his rights to the funds. The federal laws can be made operative only where 
state lines are crossed, and not always in those cases. Hence, a plethora of laws 
frequently fail to assure the employee that he has any rights in a trust until the 
moment when he begins to draw a pension. 

As the funds are set up and administered by employers or by a committee of 
employers and union leaders and as state laws frequently neglect to protect pen- 
sion funds against racketeers, unscrupulous trustees, and even labor leaders, the 
worker cannot always be sure that a trusteed plan will have the wherewithal to 
pay his retirement income. More uniform laws governing trusts, similar to those 
under which insurance companies operate, would go far to correct this fault. 
Harbrecht winds up the chapters on the law on a rather gloomy note: 

In general, financial control has been delegated by the employers to the banker- 
trustees, which exercise considerable power in the capital market as a result. The em- 


ployer controls the day-to-day operation of the plan itself, in many cases in accordance 
with a basic agreement arrived at with a union. It is the employer who, either uni- 
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laterally or in conjunction with a union, fixes the amount of pensions and usually alone 
determines how a plan is to be financed. The employee himself, without his union, has 
little or nothing to say about the pension plan which, ultimately, is financed out of his 
earnings. The income of the retired work force in 1980 is, to an important degree, in 
the control of the employers [p. 236]. 


The concept of a para-proprietal society with which the author concludes this 
book is characterized by him as one in which “man’s relationships to things— 
material wealth—no longer determines his place in society . .. but his place in 
society now determines his relationship to things” (p. 287). This concept has 
been dealt with in at least two encyclicals of the Roman Catholic church, that of 
Pope Leo XIII “On the Condition of Labor,” May 15, 1891, and the letter called 
“Quadragesimo Anno” of Pope Pius XI on May 15, 1931. The latter was in- 
tended to cope with the changes in the status of labor during the forty-year 
period. It promulgates a “mitigated socialism,” which, it seems to this reviewer, 
is also Harbrecht’s thesis. The addition of this thesis weakens the book, al- 
though it does not make it less useful as a reference to students of pension 
funds in the American economy. 

Mary VIRGINIA Brown 
New York City 


Property Insurance. By Ropert E. ScHuttz and Epwarp C. BARDWELL. New 
York: Rinehart, 1959. Pp. xvi+468. $6.50. 


This book has the sins of its virtues, and its virtues are many. It is a tightly 
written, factually accurate text which quotes liberally and lengthily from policy 
forms and rate manuals. As the authors intended, the resulting book gives the 
student considerably greater familiarity with some of the practices of the insur- 
ance industry than do most texts in the field. It is unfortunate that the authors’ 
careful, diligent work suffers from three handicaps. 

Anyone with the fortitude to have read an insurance contract or a rate manual 
will immediately recognize that a book which quotes extensively from these 
sources cannot be said to be lively. Furthermore, this book suffers from the addi- 
tional stylistic disadvantage of the authors’ use of excessively legalistic terminol- 
ogy, particularly in chapters 2 and 3. Not only does style suffer as a result of 
the approach chosen, but the cause of education suffers as well. This book is so 
technical that its usefulness would be greatest for applied training, precisely the 
sort of training which this reviewer feels is inappropriate at the undergraduate 
level. This is the level at which the students should be learning the principles of 
practice rather than the practice itself. 

A second criticism of the book may appear to contradict the first but does 
not. Despite the detail with which certain subjects are treated, other important 
ones, like rate-making and the organizational structure of the industry, are in- 
adequately treated. Whether one believes that a book for the undergraduate 
should be highly detailed or whether one believes that it should be restricted to 
principles, subjects such as these should be included. 

The third criticism to be registered is one which can be made of insurance texts 
in general. This book, as do most others, suffers from its narrow view of the 
nature of risk. A student who conscientiously read and studied this book would 
have little, if any, understanding that insurable risk is only a small segment of 
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the risks and uncertainties in our economic system. Such a student will have 
little, if any, understanding of the implications of risk for our system. And most 
important from the standpoint of this reviewer, not having an understanding of 
the implications of risk, the student will fail to grasp the economic significance 
of the institution of insurance. Lacking this, he may confuse means with ends 
and look upon the practices of the insurance industry as immutable ones, failing 
to see that they are but means to an economic purpose and, as such, should be 
variable as new techniques appear or as the purposes of insurance subtly changes 
with the changes of the economy. 

Despite these criticisms, the virtues of this book remain. It is authoritative 
and complete in most areas; it provides inklings of the historical development of 
particular policy forms; and, as a reference and comparative guide to the al- 
ready initiated, it is most highly recommended. Unfortunately, it seems likely 
that only the already initiated will understand and appreciate this book, and 
hence it is recommended to the practitioner and as a text for students who have 
had an introductory course. 

Monroe NEWMAN 
Pennsylvania State University 


Readings in Property and Casualty Insurance. Edited by H. WAYNE SNIDER. 
Homewood, IIl.: Irwin, 1959. Pp. xii+543. $6.50. 


The purpose of this book, according to its Introduction, is to make available 
a selection of excerpts, condensations, and reproductions that should enable the 
reader to obtain a clearer understanding of the unity, soundness, practicality, 
and importance of the institution of insurance and how it functions. To accom- 
plish this purpose the editor has examined insurance texts, journals, underwrit- 
ing and rating association rules, and quantities of fugitive material. 

The selections are organized under part headings: (I) “Risk and Insurance,” 
(II) “Insurance Carriers,” (III) “Insurance Company Operations and Prob- 
lems,” (IV) “Agency Operations and Problems,” (V) “Risk Management,” 
(VI) “Rating and Ratemaking,” (VII) “Property Insurance,” (VIII) “Casualty 
Insurance,” and (IX) “History of Insurance.” Each section is introduced by the 
editor’s note explaining the reasons for his selections. It is reasonably clear that 
his intent was to make a selection that would supplement existing texts, espe- 
cially in subject areas which the editor feels have been neglected, and to provide 
a basis for discussion and debate on some of the problems of the insurance indus- 
try. His intent also was to put into the hands of the advanced student material 
ordinarily not readily available to him. 

With regard to the latter, certain sources have been used, such as the Pacific 
Northwest Underwriter, which might not be familiar to the average advanced 
student. However, 20 of the 54 selections come from postwar issues of the 
Insurance Law Journal and Best’s Insurance News. Other major contributors are 
the National Insurance Buyer, the American Management Association’s “Insur- 
ance Series,” the Journal of the American Society of Chartered Life Under- 
writers, and the Annals of the Society of Chartered Property and Casualty Un- 
derwriters. Only the first selection in the book bears a date earlier than 1940, and 
most of the selections are of recent vintage. Unhappily, no date is associated with 
several of the sources. The use of a date line would have been particularly help- 
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ful for the article on “Business Interruption Problems in Company Operations 
Today.” 

Inevitably, certain selections, in spite of their youth, become outdated quick- 
ly. This is most noticeable in the case of the chapter on “Auto Merit Rating,” a 
release of the National Bureau of Casualty Underwriters and Mutual Insurance 
Rating Bureau which cites twenty administrative problems inherent in auto merit 
rating, “as real today as they were many years ago.” Actually, today they must 
be somewhat less real to the Bureau and Mutual companies, which are ardently 
promoting merit-rating plans. Perhaps this chapter is not really outdated; it may 
be an example to students of the fallacy of yesterday which becomes the truth 
of today. 

Inevitably, too, the views of the editor and the relative availability of material 
result in the semblance of imbalance. The editor feels that “the enactment of 
multiple-line legislation in the 1940’s ignited an explosive change in the property- 
casualty field which continues unabated today.” Consequently, the most extended 
portions of the book are devoted to this subject. Even one of the two chapters 
on “History of Insurance” (Part IX) is on the “Historical Development of Mul- 
tiple-Line Underwriting.” As may be inferred, this reviewer feels that the history 
of insurance has been slighted and that this is particularly tragic in the light of 
magnificent materials from the days of Wright, Dean, Zartman, Dunham, and 
Patterson. 

Noticeable, too, are such neglected areas as (1) the changing concepts of lia- 
bility for automobile accidents—for which there are many excellent sources; 
(2) workmen’s compensation, a desperate bastion of private enterprise in the 
employ of social insurance, which is granted only eight pages in this book, on the 
legal aspects of industrial noise and occupational deafness; and (3) the inter- 
continental bridge being built between occupational and non-occupational dis- 
ability. Much valuable “fugitive” material exists on the deep significance of this 
road to broader responsibilities by the insurance industry for the people’s health. 

These Readings must be viewed as a supplement to standard texts and, as 
such, present challenging material for class use. While much of the material pre- 
sented is to be found in publications which should not be far from the elbow of 
the advanced student, much would be difficult or inconvenient to locate. In col- 
lecting these Readings, Snider has rendered a real service to both the teacher and 
the student of insurance. 

W. H. WANDEL 
Columbus, Ohio 


International Finance 


The Schuman Plan: A Study in Economic Cooperation, 1950-1959. By WILLIAM 
DreBoLp, Jr. New York: Praeger, 1959. Pp. xviii+750. $6.50. 


Written under the auspices of the Council on Foreign Relations, this book is a 
story of the Coal and Steel Community in Europe in the 1950’s. This unique 
venture in international co-operation, sometimes called the “Schuman Plan,” was 
proposed by Robert Schuman, the French Minister of Foreign Affairs, in May, 
1950. A treaty to pool the coal and steel industries for the purpose of creating a 
common market in coal, steel, iron ore, and scrap was signed by the governments 
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of six nations: France, Germany, Italy, the Netherlands, Belgium, and Luxem- 
bourg. A supra-national organization consisting of a High Authority, Council of 
Ministers, General Assembly, and Court of Justice was set up and has been suc- 
cessful in removing tariffs, quotas, and price discriminations within the Com- 
munity. Engaging in a variety of economic activities, the High Authority has 
supervised investments; regulated cartels and mergers; improved labor, em- 
ployer, and government relations; levied taxes; and borrowed money on a supra- 
national level. Encouraged by the success of this Community, the six countries 
have taken the lead in furthering economic integration in Europe in such plans 
as the European Economic Community and the European Atomic Energy Com- 
munity. 

The book is divided into four parts. The six chapters of Part I focus on his- 
torical backgrounds, sketching distribution of resources, economic rivalry, and 
political enmity among the nations. With keen insight, the author reviews parlia- 
mentary debates, public and private expressions of opinion, and the diplomatic 
acumen which achieved ratification of the treaty. Part II (ten chaps.) describes 
in detail how the High Authority overcame political, social, economic, and tech- 
nological handicaps to secure co-operation among firms with different national 
allegiances. Transitional problems of the Community are separated from those 
of a more permanent character. Diebold painstakingly analyzes all phases of 
management by the High Authority. He presents in an orderly fashion such com- 
plexities as transportation rates and wage structures within the several countries. 
He relates clearly both sides of political and competitive situations which fre- 
quently forced the High Authority to adopt middle-course or “harmonization”’ 
procedures. 

Part III deals with the Community’s commercial contacts with the rest of the 
world. Two chapters are devoted to specific problems of trade with neighboring 
European states and another to relations between the United States and the 
Community. In the latter, Diebold evaluates the attitude of both the United 
States government and the American steel industry toward creation of the Com- 
munity and its subsequent activities. The closing four chapters (Part IV) ap- 
praise the supranational powers and long-run policies of the Community and the 
impact of this partial integration upon economic life in Europe. The author con- 
cludes: ‘The Coal and Steel Community has changed Europe simply by existing.” 

Although it represents a high order of scholarly research, this book has much 
popular appeal. In spite of meticulous treatment of detail, it is easy to read be- 
cause of a straightforward, smooth-flowing style. The material is skilfully or- 
ganized under well-chosen subtitles and is carefully documented by footnote and 
bibliographical data. It is an excellent reference book for students of economic 
co-operation and integration, as well as for those concerned with European 
affairs—both political and economic. Industrialists and businessmen will find 
much of interest in the descriptions of the High Authority’s handling of day-to- 
day production and marketing problems. Diebold does more than relate cold 
economic facts. Human interest is evident throughout the book, and he describes 
with equally sympathetic understanding the living conditions of coal miners and 
the weighty managerial burdens of the nine men of the High Authority. 


JANET L. WESTON 
University of Illinois 
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Taxation in Sweden. By MarTIN Norr, FRANK J. Durry, and Harry STERNER. 
Boston: Little, Brown, 1959. Pp. xxxviii+ 723. $17.50. 


This is one of the volumes of the “World Tax Series” being prepared by the 
Harvard Law School in co-operation with fiscal experts of the United Nations. 
The sponsors of the series hope to cover over thirty countries. Like the other 
volumes so far published, Taxation in Sweden seeks to achieve two major objec- 
tives: to describe the legal and administrative characteristics of the tax system 
and to do so in a manner that permits a detailed comparison, point by point, 
with the tax structures of other countries. Thus, in Part I, is given the descrip- 
tion of the tax system as a whole, including relevant economic and political 
framework. Part II gives a detailed account of the income taxes, employing the 
framework and the subject headings of the earlier volumes. The last part does 
the same for taxes other than income. 

With the exception of some irritating repetitions, the task is well accom- 
plished. The exposition is clear, authoritative, and reasonably free of legalistic 
jargon. At the same time, the volume will be of interest mainly to lawyers, par- 
ticularly international lawyers, rather than economists. It is primarily a refer- 
ence work, descriptive rather than analytical, but all those interested in com- 
parative taxation will find in it much that is challenging and thought-provoking. 
To the American reader, perhaps the most interesting aspects of Swedish taxa- 
tion are the use of taxes to regulate the volume of business investment, the inte- 
gration of national and local income taxes, and the annual tax on net worth. 

While Swedish businesses have no benefit of loss carry-over, they have a re- 
markable freedom of determining taxable profits in any given year. Up to 40 per 
cent of earnings may be set aside as a reserve for economic stabilization and be 
exempt from corporate income tax. During recession the authorities may direct 
the investment of these reserves without reinstating them in the taxable base. 
This is supposed to even out fluctuation in private capital formation and was 
used successfully during the recession of 1958 to stimulate plant construction. 
But, in addition to this incentive provision, Swedish tax authorities can also 
impose a special investment tax to discourage investment expenditures during 
periods of excessive demand. Moreover, administrative powers exist to vary the 
rates of the graduated individual income tax, within limits, in conformance with 
the phase of the business cycle. 

Direct taxes in Sweden form a higher proportion of total tax yield, national 
and local, than almost anywhere else in the world. But recently there has been 
some pressure to restore the wartime general sales tax. The income tax accounts 
for practically all the tax revenue of local government. Its administrative provi- 
sions are set by the national parliament, and the local authorities can determine 
only the rate of tax, which is flat, unlike the graduated rates of the national tax. 
In addition to the proceeds of the income tax, local authorities obtain grants 
from the central government that constitute about 20 per cent of their total 
revenue. With the exception of highway expenditures, local government outlays 
resemble those in the United States. 

The net-wealth tax is perhaps only of academic interest to American students 
because of the alleged unconstitutionality of such a tax here. In Sweden it is 
levied on individuals, undivided estates, and family trusts but not on corpora- 
tions and other economic associations. The base is broad and includes virtually 
all forms of property with the exception of household goods and some forms of 
personal insurance. Debts are excluded from the base and, beyond the personal 
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exemption threshold, rates are graduated and range from 0.5 to 1.8 per cent. Of 
significance to international lawyers is the fact that no United States foreign tax 
credit is granted against this tax. 

ALEK A. ROZENTAL 
St. Louis University 


Public Expenditures in Australia. By B. U. RatcHFrorp. Durham, N.C.: Duke 
University Press, 1959. Pp. xvii+320. $7.50. 


The scope of the book covers all governmental expenditures in Australia—the 
Commonwealth, state, and local governments and their instrumentalities or semi- 
autonomous authorities. Two traditions in Australia are emphasized: first, the 
habit of looking to government for leadership and assistance in economic de- 
velopment; second, the practice of looking to the central government and not 
the local government for help. 

Professor Ratchford first traces the historical development of public expendi- 
ture in Australia; the constitutional provisions and the early expenditures (1900- 
1929); World War I costs, both direct and indirect; the postwar social expendi- 
tures (1929-55); the depression of the thirties; World War II; and the postwar 
expenditures for education and health and welfare programs. 

He shows why and how public expenditures developed as they did, placing em- 
phasis on the total volume of expenditures, the changing pattern of expenditures 
by functions, and the distribution of expenditures among the different levels of 
government. 

He then examines the costs of national defense and the postwar repatriation 
and finds that they had increased sevenfold from 1929 to 1955 and are 28.8 per 
cent of the Commonwealth budget and 18.4 per cent of total public expenditures. 

The health and welfare programs, developed from 1941 to 1955, are designated 
as the “building of the welfare state,” as total expenditures for the program in- 
creased from 12 per cent in 1941 to 21.1 per cent in 1955. 

Expenditures for education have become a more important responsibility of 
the federal government, which was formerly carried almost entirely by the state. 
A significant feature was the establishment by the federal government of the 
Australian National University, devoted entirely to graduate training and 
research. 

The government was forced by the vast distance and financial problems to 
play a leading role in providing transportation in Australia. In 1953/54 the 
various governments spent £160 million on the different types of transportation. 
This was one-seventh of all public expenditures and was almost as much as was 
spent for defense. Ratchford concludes that the transportation situation was 
“not an encouraging one.” 

Expenditures for communication, electric power, housing, assistance payments 
to agriculture, and for other purposes are analyzed as to their economic and 
political significance. 

Ratchford concludes that the Australian states have become responsible for a 
wide range of costly functions while their taxing power is restricted. In the last 
twenty years they have become so dependent on grants from the Commonwealth 
as to raise the question as to whether federalization can continue in any mean- 
ingful sense. 
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The author then discusses the role of expenditures in fiscal policy and con- 
cludes that the factors which influence and determine public expenditure are 
“numerous, diverse, and complex.” Expenditures become rigid and inflexible on 
the down side; hence it is not possible to manipulate expenditure quickly and 
precisely as an instrumnet of fiscal policy. 

Public Expenditure in Australia should be of interest not only to students of 
public finance but also to all students of economics. It is an empirical study of a 
nation that is experimenting with social programs and experiencing the con- 
comitant fiscal problems. 


R. M. Noten 
University of Illinois 


Tax Incentives for Industry in Mexico. By Stanrorp G. Ross and Joun B. 
CHRISTENSEN. Cambridge: Law School of Harvard University, 1959. Pp. xvi+ 
256. $3.50. 


This informative and interesting study has 155 pages of text, including nu- 
merous tables, 28 pages of footnotes, and 16 appendixes concerning the decrees, 
laws, regulations, instructions, and rules with respect to tax exemptions. Six 
chapters provide this timely case study of a country which has had twenty years 
of experience with tax incentives. Legislation of this character designed to pro- 
mote industrial development is a major issue of tax policy in many under- 
developed countries. The authors discuss the industrial development of Mexico 
and the various factors responsible for it, review the history of tax-exemption 
legislation, describe the present legislative pattern and the administrative prac- 
tice related to it, and present an evaluation of the economic effects of the tax- 
exemption program. 

The book is replete with facts and observations, a few of the more significant 
of which may be briefly indicated by way of illustration. Administrative rules 
and requirements have greatly restricted the liberality of the original program. 
The authors throughout maintain a perspective by emphasizing the theme that 
tax incentives have been only one, and perhaps among the least important, of the 
factors contributing to the industrial development of Mexico. This conclusion 
has a most familiar sound to those acquainted with other studies of tax- 
exemption effects. 

The amount of the benefit is deemed somewhat dubious in view of the limita- 
tions imposed and the compliance costs involved. The exempt firms, except in 
cement, are, in the main, not small enterprises but exceed in size the average 
firms in their industries. The majority of exempt companies, in both size and 
number, are from the production-goods category. A geographical distribution of 
the 851 companies receiving exemption between 1940 and 1955 shows that the 
exemption program has not been used to encourage regional development and 
integration. The tax loss between 1949 and 1957 in terms of concessions made 
in import duties, income tax, and commercial receipts tax has been relatively 
small. 

More interesting in some respects than a recital of facts is an evaluation of 
the program to date and an appraisal of its future prospects. As to the evalua- 
tion, “the views of private parties have not been as sanguine as those of the 
government.” There seems to be a consensus that most of the protected indus- 
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tries, because of the operation of other forces, would have been established 
without tax favors. With the relatively low taxes, according to a study under the 
auspices of the International Bank, savings due to exemptions could hardly com- 
pensate for the risks involved in starting new enterprises. Possibly the exemption 
program was of some encouragement to the basic producers. But here, as in con- 
nection with other favorable considerations, the importance of other factors 
seriously limits the possible influence of tax exemption. The authors conclude 
that a realistic appraisal seems to show that “the program has reflected rather 
than influenced the course of Mexico’s industrial development.” 

As to the future, if the tax-exemption program is to have any significance at 
all, certain reforms are in order, such as directing the program more particularly 
to “basic articles of genuine importance to the country rather than an odd 
assortment of unessential consumer goods”; furthering the regional development 
of the country; fostering the integration of already developed areas; and modi- 
fying the limiting conditions under which the benefits can be enjoyed. 

The conclusion of the authors is that there is need for review of the basic 
question as to whether or not the tax-exemption program should be continued. 
With reforms, tax exemption might have a limited future, but in any event this 
answer is incidental to and conditioned by the country’s need for a more effective 
and equitable revenue system. 

This study is an excellent review of the history, principles, problems, and re- 
sults of tax incentives as an approach to economic development in Mexico. 


MARVEL STOCKWELL 
University of California, Los Angeles 


Investments 


Investing for a Successful Future. By THomas E. Basson and Davin L. Basson. 
New York: Macmillan, 1959. Pp. viii+312. $4.95. 


This book can be best characterized as a popular presentation of the growth- 
stock theory of investment management. Its major purpose, therefore, is to in- 
form and direct the thinking of the reasonably intelligent lay reader in security 
investments. It is clearly not intended for professionals or as a college text, but 
it might be useful as a supplementary reading to expose students to the single- 
minded theory of investments advocated by the authors. 

The facets of the theory, which are well known in academic and professional 
circles, are as follows: (1) the economy of the United States has been and will 
continue to be marked by a strong secular growth trend; (2) it will, however, 
have an equally strong inflationary bias; (3) as a consequence, investors would 
be well advised to orient their security investments to common stocks of growth 
companies that will not be adversely affected by inflationary developments; and 
(4) these stocks should be purchased when the funds become available through 
savings or otherwise and held inviolate for a number of years. Consistent with 
this thesis, the authors hold that investors should not attempt to obtain market 
profits through purchases and sales in accord with some forecast of the short- 
term or cyclical movements of stock prices. 

To argue their case, the authors have divided the book into five parts. The 
first two of these represent a rather detailed empirical survey of economic, 
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political, and social trends since the great depression. Such factors as strong 
trade unions, governmental preoccupation with full employment, a growing popv- 
lation, burgeoning corporate research programs, and high-level government ex. 
penditures lead to the conclusions that growth, inflation, and greater economic 
stability are likely to mark the future and that investment policy should be 
oriented to these dominant characteristics. Parts III and IV are concerned with 
rather specific suggestions for the construction of a security portfolio in such an 
environment. Common stocks are, naturally, concluded to be the superior in- 
vestment medium, and then specific industries are appraised in some detail to 
show their particular desirability for investment purposes. The final part is con- 
cerned with establishing some specific principles to guide the financial planning 
and investment program of investors to implement the conclusions offered in the 
preceding sections. 

In a sense the book seems to be a modern revision of Edgar L. Smith’s Com- 
mon Stocks as Long-Term Investments, and it may be considered complemen- 
tary to (but less scholarly in approach than) Graham’s /ntelligent Investor. It is 
well organized, and the writing is lucid, provocative, and lively, with excellent 
use of economic and demographic statistics and examples. Moreover, it is pos- 
sible to be sympathetic with many of the conclusions, such as the greater prob- 
ability of success via long-term investing rather than market trading and the 
shortcomings of so-called “safe” bonds in an inflationary economy. 

On the other hand, it is possible to have some real reservations about the 
authors’ completely sanguine views on the opportunities offered by growth 
stocks. According to the authors, the investment selection task is solely one of 
finding those industries and companies which are likely to grow faster than the 
economy. In support of this position the superior record of selected growth 
stocks in the last ten or twenty years is offered in evidence. Aside from a possible 
criticism of hindsight in selection, the question of whether these stocks can ever 
sell at exorbitant prices at any given time is never raised. Apparently, the in- 
vestor should buy them blindly and hope that growth of the company will ulti- 
mately justify almost any price prevailing at the time of purchase. This inference 
is almost identical with the “New Era” philosophy of 1929: that growth common 
stocks could never sell at excessive prices and that those stocks which had the 
greatest price advances in the past are most desirable in the present. While it is 
not suggested that another 1929 is imminent, investors might at least be informed 
that it is possible for the prices of growth stocks to discount not only the future 
but the hereafter as well. 

Douctas A. Hayes 
University of Michigan 


Investment Management: A Casebook. By Grorce E. Bates. New York: 
McGraw-Hill, 1959. Pp. x+433. $7.75. 


Investment Management is another of the Harvard Business School Case- 
books. It fills a long-standing need for such a book to use in the teaching of in- 
vestments by the case method. The cases have been selected primarily to train in 
analysis and decision-making by requiring the student to use his imagination and 
good judgment. The author did not intend to provide cases covering the entire 
field of investment, but he did include more cases than would be normally re- 
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quired for a one-quarter course. The teacher is thus given the opportunity to 
select only the cases deemed appropriate for a particular course. 

The book contains 49 carefully prepared cases of varying lengths arranged in 
nine categories: “Life Insurance and Annuities,” “Real Estate and Mortgages,” 
“Interpretation of Financial Statements,” ‘Security Analysis,” “Security Analysis 
and Portfolio Requirements,” “Timing,” “Portfolio Policies and Management,” 
“Small Trusts and Accounts,” and “Institutional Accounts.” 

Illustrative of the cases presented are the following: Dowell Investment Com- 
pany is an excellent case concerning real estate mortgages and the experiences of 
the institutions prominent in this special field of investment. The problems con- 
fronting the investor are stressed as each type of institution is reviewed. Bigelow 
and Company, an analysis of the paper industry and some of the major com- 
panies of this industry, presents a step-by-step discussion of the report prepared 
by the analyst and the factors considered by him. Fidelity Fund, a case involv- 
ing an investment company, analyzes the economic conditions dictating the 
changing investment policies followed. Mrs. Lowe concerns a widow with expen- 
sive tastes who finds that her portfolio has diminished in value and does not 
provide the income she desires. She seeks the aid of an investment counselor in 
changing from her conservative issues to those producing more income. The 
Cooling, Hill & Co. case provides a sequel to this case. 

The reviewer believes that the author has satisfactorily achieved his major 
objective of preparing a casebook designed “to develop skills needed to balance 
the various and frequently conflicting requirements of the investor.” 

The book has some weaknesses. Many of the cases were collected years ago, 
and, although the cases were not selected to present the views of the author, 
different answers would be indicated by today’s conditions. The book could also 
be improved by adding a simple statement of the basic investment principles in- 
volved at the beginning of each section. Also, the addition of questions at the end 
of each case would give direction to the thinking of the student. 


Frep J. MUELLER 
University of Washington 


Security Analysis. By Douctas H. BELLEMoRE. New York: Simmons-Boardman 
Publishing Corp., 1959. Pp. ix+196. $5.00. 


A reader interested in security analysis might be tempted to neglect reading 
this volume upon glancing merely at the Table of Contents. Although the first 
chapter is entitled “Introduction to Security Analysis,” all the remaining chapters 
carry such titles as “Balance Sheet Analysis,” “Inventory Valuation,” “Reserve 
Account and New Terminology,” “Capitalization,” “Subsidiaries and Affiliates,” 
“The Income Account,” “Non-recurrent Items,” “Reported Earnings and Tax- 
able Earnings,” “Depreciation, Amortization and Depletion,” and “Ratio State- 
ment Analysis.” At first glance it might appear that after only one chapter on 
security analysis, the remaining chapters are all devoted to the matters usually 
discussed in books on financial statement analysis. Thus the reader might feel 
that the book is more concerned with its subtitle, “Interpretation of Financial 
Statements,” than with its primary title. 

Actually, the book is much more than just another one on financial statement 
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analysis. Not only are the financial statement materials throughout the book 
selected with a view to the particular needs of investors, but the author has at 
almost every opportunity indicated the import and relevance of such material to 
the problems of the investor. 

The book is especially useful where the reader needs to get the fundamentals 
of security analysis within a short space. Perhaps because the book is small, the 
reader misses extended analysis of the legal or contractual aspects of the various 
types of securities. But in choosing to stress the financial aspects, the author 
seems to have chosen wisely; for, certainly, experience has shown that detec- 
tion of the real safety and opportunity in securities depends more upon their 
financial than upon their legal backgrounds. 

There are many merits other than its small size which commend the book to 
this reviewer. Instead of the usual separate analysis of securities by such cate- 
gories as “public utilities” and “industrials,” the author develops an approach 
fundamental to all such groups and frequently mixes securities from several tra- 
ditional categories in illustrating common investment qualities (see pp. 3, 178, 
180). His distinction between market analysis and security analysis (p. 6) is a 
useful one. His stress on the “margin of safety” concept in discussing earnings 
(p. 75) is helpful, but he would have made more use of the same concept when 
analyzing other financial data than earnings. The reasons why earnings reported 
to stockholders may differ from earnings reported to the Treasury Department 
(chap. 10) are given more completely here than in any other book I have read 
on security analysis. 

Some of the things which one might expect to find in such a book may have 
been omitted in order to keep the book small, such as the following: How, from 
consolidated statements, to handle minority interest in the common stock of sub- 
sidiaries when calculating the margin of earnings over charges on parent com- 
pany bonds and preferred stocks—although otherwise the treatment of consoli- 
dated statements seems to be very extensive. The connection between the earn- 
ing statement and the balance sheet—although the differences between the two 
statements are well exploited. The treatment of income taxes, or at least the 
portion that is significant, in calculating the earnings protection to a combination 
of interest and preferred dividends. When to use market values and when to use 
other values and when to use a combination of the two in appraising the rela- 
tionship of junior equity to senior claims—although some space is given on how 
to calculate the relationship on the basis of book values alone and on the basis of 
market values alone. A critical appraisal of other methods for treating interest 
during construction than the one method favored by the author. 

It is hoped that there will be later editions of the book and that they will iron 
out some minor defects which may be due to securing too few readings of the 
manuscripts, such as the following: (a) Certain inconsistencies in nomenclature 
that have plagued other authors of security analysis books are continued in this 
one (pp. 13-16). The classifying of securities by differences in investment 
stability is extremely useful; but the threefold titles used for the classes are 
“senior securities,” “second grade bonds and preferred stocks,” and “common 
stocks,” thus classifying as “senior” some bonds, preferred stock, and common 
stocks that are junior in lien, while admitting to the second category some other 


1. See, for example, W. Braddock Hickman, Corporate Bond Quality and Investor 
Experience (Princeton: Princeton University Press, 1958), and Robert G. Rodkey, Pre- 
ferred Stocks as Long-term Investments (Ann Arbor: University of Michigan Bureau 
of Business Research, 1932). 
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bonds and preferred stocks that are senior in contractual position. (b) Use of 
“amortized” where it should be “unamortized” on page 130. (c) The statement 
that the “filing of a consolidated return reduces the corporate tax liability be- 
cause inter-company dividends are then only ordinarily taxable at the regular 
tax rate of 52% times 15% or 7.8%” (p. 135) seems to imply that such divi- 
dends would be taxed at a higher rate under unconsolidated returns. (d) The 
large table on page 185 is poorly organized and captioned. 


HAroip G. FRAINE 
University of Wisconsin 


Portfolio Selection: Efficient Diversification of Investments. By Harry M. 
Marxkow1Tz. New York: Wiley, 1959. Pp. x+344. $7.50. 


This interesting monograph is divided into four parts: (1) introduction and 
illustrations (introduction, illustrative portfolio analysis); (2) relationships be- 
tween securities and portfolios (averages and expected values, standard devia- 
tions and variances, investment in a large number of securities, return in the long 
run); (3) efficient portfolios (geometric analysis of efficient sets, derivations of 
E, V efficient portfolios, the semivariance); (4) rational choice under uncertainty 
(the expected utility maxim, utility analysis over time, probability beliefs, appli- 
cations to portfolio selections). There is also an excellent Bibliography. Appen- 
dixes deal with computational problems and the axiomatics of utility. 

Classical mathematical economics dealt with economic problems mainly by 
using the calculus methods of classical physics, especially the differential equa- 
tions of mechanics. Modern mathematical economics, which may be dated from 
the publication of the epoch-making book of J. Von Neumann and O. Morgen- 
stern (Theory of Games and Economic Behavior [Princeton, 1944]), uses differ- 
ent mathematical tools borrowed from set theory and modern algebra. This book 
is a very successful attempt to apply some of these ideas to problems of portfolio 
selection. 

A key concept is the efficient portfolio. “If a portfolio is efficient, it is impos- 
sible to obtain a greater average return without incurring greater standard devi- 
ation; it is impossible to obtain smaller standard deviation without giving up 
return on the average” (p. 22). Standard deviation is here a measure of the 
dispersion of the return. 

The problem of finding efficient portfolios is a case of non-linear (quadratic) 
programing. Computational methods are developed to deal with this situation. 
Many examples are given, and the us: of modern electronic computing ma- 
chines is suggested. 

It is not assumed that the reader knows the mathematical and statistical con- 
cepts used in this book. They are all given and very well presented in the text. 
This book, which represents a very solid advance in this field of knowledge, 
should be accessible to the financial analyst and all economists interested in the 
subject without much previous mathematical preparation. They will find here a 
very competent analysis of the field with the help of modern methods and a 
wealth of new ideas taken from modern mathematical economics (especially 
utility theory) which should be stimulating and helpful in practice. 


GERHARD TINTNER 
Iowa State University 
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Money and Banking 


The Economics of Money and Banking. By Lester V. CHANDLER. 3d ed. New 
York: Harper, 1959. Pp. xvi+549. $6.50. 


The definition of economics as what economists do implies something at least 
about the responsiveness of economists to fads. Of course, one could be more 
polite and say that economists are problem-grapplers and that problems change. 

This is by way of comparing the third edition of Chandler’s book with the 
second edition, which appeared in 1953. In the short space of six years we find 
a shift from the second edition’s three chapters (54 pp.) devoted to the quantity 
theory of money to the third edition’s appendix to one chapter (7 pp.) so de- 
voted. Similarly, monetary policy, which was still a dirty word with no chapter 
so identified in 1953, has grown to a spanking 5 chapters with 207 pages. And 
everyone knows where fiscal policy has gone. 

Professor Chandler has done what he promises in the Foreword: “largely re- 
written” the second edition. And he has improved matters very noticeably. With- 
out mentioning the other widely used texts that I have in mind, there seems to 
be some magic about a third edition. By that time the integration has been per- 
fected. For example, the national income accounting material (chap. 12) unfolds 
more fluently into the savings and investment analysis (chap. 13), and this in 
turn blends into the supply and demand for money (chap. 14), where liquidity 
preference and the rate of interest are brought into focus. This material of chap- 
ter 14 is new with this edition, as is much of the succeeding chapters on 
“Equilibrium” and “Shifts of Investment and Saving.” There are other similar 
situations of improved integration. Not all of this is of Chandler’s making. One 
sees, for example, the effect which Patinkin has had. 

Though Chandler is quick to deny in his Preface that he is writing for profes- 
sional colleagues, there are some deficiencies which remain that are disturbing 
even from the viewpoint of the college undergraduates to whom he addresses 
himself. For example, chapter 21 (22 pp.) on the great depression is hardly an 
adequate presentation for those who were not yet born in the thirties. To achieve 
the desired understanding here is not merely a function of the number of pages 
given to the depression but what impact is created in these pages. One can say 
that these are matters of emphasis and choice. But it is also true that a textbook 
should have a durability and noncurrency despite the publishers’ clamors to the 
contrary. Thus I have returned to my starting point: economists are responsive 
to fads. 

Chandler’s new edition is clearly one of the best available texts on money and 
banking. 

ERWIN EssER NEMMERS 
Northwestern University 


The Economics of Money. By A. C. L. Day. New York: Oxford University Press, 
1959. Pp. viit+248. $1.20. 


This little book, coming from across the Atlantic as part of the “Oxford Home 
University Library” series, presents a concise introduction to the theory and 
practice of the financial system. It is intended both for the “intelligent general 
reader and for the student.” For those Americans who would like to obtain a 
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brief concise picture of the English banking system, I would particularly recom- 
mend Day’s book. 

Unlike many of the current texts on money and banking, the economic prob- 
lems which arise in the financing of production, the investment of current sav- 
ings, and the transfer of existing wealth are presented before a discussion of the 
principles of the money-creating banking system is undertaken. The switch in 
emphasis seems definitely worthwhile to this reviewer. About a third of the book 
is devoted to this general discussion of the concepts of production measurement 
and income determination, a quarter to banking principles and the English bank- 
ing system, and the remainder to the special problems arising from foreign trade. 

The simplicity with which the involved concepts of Keynesian analysis are 
handled will recommend this little tome to teachers as well as to students of 
Economics I. I doubt, however, whether the general reader, even of the “in- 
telligent” variety, could absorb these concepts without some guidance, but he 
could certainly make more headway in this treatise than he could with the cur- 
rent best-sellers among the introductory texts. Especially useful in terms of a 
simplified approach is a discussion of variation in price movements between 
manufactured and primary products, between conditions of underemployment 
and full employment, and between full employment and a purely inflationary sit- 
uation. Another area which is presented with great lucidity is the relationship 
between money, income, real wealth, and claims. Not the same can be said for 
the analysis of “Wealth Holding and the Rate of Interest,” which would prob- 
ably lose the student as well as the general reader. 


HELEN J. COOKE 
Rutgers University 
Newark College 


American Business Cycles, 1865-1897. By Renpics Fets. Chapel Hill: Univer- 
sity of North Carolina Press, 1959. Pp. 244. $6.00. 


Fels contributes significantly to our understanding of cyclical changes from 
the Civil War to the end of the nineteenth century. He reports separately on 
careful historical research for the five business cycles in the last two decades of 
the century and for the fifteen years following the Civil War, largely with rela- 
tion to the depression of the seventies. Also, the depression of the nineties and 
the full period of roughly thirty years are summarized as units. A careful read- 
ing will improve anyone’s understanding of this period of cyclical history. It is 
true, though, that often indefiniteness of information makes clear explanations 
difficult, if not impossible. 

Fels uses a fourth of the book to set up theoretical frameworks, considering 
models employed by Schumpeter, Hicks, and Gordon. These models are checked 
against the various cyclical movements. While the exercise is enlightening, in sev- 
eral cases I feel some unsureness about the decisions drawn from application of 
the models. I think Fels is expressing the same idea on page 218: “It is almost 
a waste of time for an economist who has studied the thirties to study the nine- 
ties as well, for whatever explanation he has reached for the former he can— 
and probably will—apply to the latter.” Nevertheless, I think the opinion of most 
economists on the period studied will be shaded, if not shifted, by reading the 
book. 
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Possibly too much attention is given to the implications of alternative models 
and not enough to efforts to differentiate between the relative importance of ex- 
ogenous and endogenous forces. I am left with the impression that the length of 
time that external events may change the turning point is exaggerated; for exam- 
ple, a year or longer is suggested for the 1891 downturn (p. 176). 

I am in agreement with the position that, for the present, we can do better in 
explaining changes occurring in the nineteenth century by qualitative examina- 
tion and literary description than by econometric analysis. As the book is writ- 
ten, though, the description often becomes rather tedious; possibly an unavoida- 
ble characteristic of thoroughness. I get the impression that the book had to be 
condensed and that helpful linkages may have been omitted. 

I find useful constant awareness of the opinion of persons living at the time 
and of the way decision makers were influenced by current opinions, even though 
in 1960 similar positions might carry little weight. On the other hand, the use of 
current quotations may frequently imply a greater understanding of the business 
cycle than the writer of the time could have possessed. (True, Fels comes close 
to saying this on p. 172.) 

The term “confidence” is frequently employed, but at many places I have no 
clear idea as to what is meant. At times, at least, it seems to be unrelated to 
investment decisions. Clearly, inference depends on the kind of decisions it in- 
fluences. 

Fels does not restrict his vision to the perspective gained in income theory. I 
think he provides some insights that analysts who so restrict their vision are 
likely to miss. In a chapter entitled “Price and Wage Flexibility during Cyclical 
Contraction,’ some interesting observations are offered. For instance, railroad- 
rate wars may at times have been contractionary, and the rise in residential rents 
may at times have been expansionary. 

ELMER C. Bratt 
Lehigh University 


Money and Banking. By Eucene S. Kutse. 2d ed. Cincinnati: South-Western, 
1959. Pp. vii+726. $6.25. 


There is currently a plethora of money and banking texts. There are money 
books, banking books, theory books, monetary policy books, history of money 
and banking books. Each writer in covering the field typically emphasizes that 
aspect of the subject which he thinks is most significant. As a result, teachers 
can pick the text which emphasizes whatever they themselves think the most 
important. Unfortunately, as a result, the student often does not get a well- 
balanced course. 

Eugene Klise’s second edition of his Money and Banking is the answer to the 
overspecialized text, and it might be characterized as the “student” book. In- 
stead of expounding a particular view, Klise has written a synthesis designed to 
give the student an adequate coverage of the field. There is no doubt that the 
book has been written in a clear, lucid style and is pitched to the students’ level 
of understanding, not the professor’s. This has obvious advantages, since it 
should improve the students’ comprehension of the material and allow the 
teacher to expound on his particular interests without repeating the text. 

The desire of the author to avoid “encyclopedic discussion” leaves some points 
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needing elaboration. A three-page discussion of the First and Second Banks of 
the United States seems hardly adequate. Considering the rigidities of the Na- 
tional Bank Act, Klise does not point out as clearly as he might the connection 
between the founding of the Federal Reserve and these rigidities. In the discus- 
sion of Federal Reserve controls, the emphasis is on open-market operations, but 
manipulation of reserve ratios, so often used in the Truman “era,” is slighted. 
Also Klise’s explanation of the marginal efficiency of capital might use a finan- 
cially more realistic example than a capital asset with a one-year life. 

A more pointed criticism of Klise’s point of view depends to a great extent on 
the reader’s own views of recent monetary developments. Klise emphasizes that 
the Treasury’s influence on monetary policy has been more “potential than ac- 
tual” and that, while the Treasury is potentially the stronger voice, it has bowed 
to the wishes of the Federal Reserve with regard to over-all national credit re- 
quirements. The resurgence of the Federal Reserve culminating in the “Accord” 
was not due to the gracious bowing-out of the Treasury but came as a result of 
a bitter political row. The continuing congressional hearings on inflation and 
fiscal-monetary policy testify to the bitterness of the political fight over the roles 
of the Fed and the Treasury. Klise makes no allusion to the political overtones 
of his continuing struggle. 

Despite these criticisms, the important thing is that Klise has written an emi- 
nently clear text. It is designed for the one-quarter or one-semester course, but, 
supplemented with outside readings, it would be suitable for a longer course. 
This book is recommended for adoption. 

R. R. Dince 
University of Georgia 


Public Housing in Action: The Record of Pittsburgh. By Ropert K. Brown. 
Pittsburgh, Pa.: University of Pittsburgh Press, 1959. Pp. xv+107. $3.00. 


The author points out that substandard housing has been characteristic of ev- 
ery period of recorded history. Modern slums result from concentration of pop- 
ulation in manufacturing districts where high rents force people to accept in- 
adequate housing facilities. 

The object of the current study is “to investigate the legislative evolution of 
the public housing program and to illustrate its financial impact, especially on a 
specific community.” The time period covered is from 1933 through 1956. 

The federal government entered the housing field to stimulate employment 
during the 1930 depression. Next came financial assistance for defense housing 
as we approached World War II. Not until 1949 did Congress indicate a per- 
manent interest in America’s housing problems. 

By 1940, Pittsburgh completed its first half-century of industrial expansion, 
proud of its industrial achievement but ashamed of its substandard housing 
areas. The real property inventory of 1937 placed the number of housing units 
requiring major renovation or demolition at 55,000 out of less than 200,000 
housing units in the city. In the same year Pittsburgh’s Housing Authority of 
five members was established to qualify the area for federal financial assistance. 

World War II aggravated housing problems in Pittsburgh by further influx of 
people to meet demands for workers in war industries and by denying materials 
and labor for housing construction. Following World War II, the Housing Au- 
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thority increased its activities until 7,000 units were constructed at a cost just 
over $50,000,000. By the end of 1955, federal subsidies for these projects 
amounted to almost $4,000,000. 

The author believes that two major housing problems face the urban com- 
munity: first, to insure healthful and sanitary environment for its citizens; sec- 
ond, to create a high level of real property by the construction of new dwellings, 
the upgrading of dilapidated but salvable houses, and the demolition of those 
beyond repair. He analyzes the complexity of these objectives and the difficulties 
in the path of their attainment. 

In his chapter entitled “The Paradox of Public Housing,” the author con- 
cludes: “The public housing program, as presently constituted, is not capable of 
furnishing the required aid on a scale which will begin to approach the dimen- 
sions of the problem.” As a substitute, he recommends a rent subsidy program, 
which he analyzes in detail in his last chapter. 

In spite of a few errors (on p. 47 the author directs attention to a non-existent 
Appendix III, for example), this monograph should be read by all who are in- 
terested in public housing. Research has been conducted with care, and the ex- 
position of the author’s findings is objective. Where personal opinions are ex- 
pressed, they are readily identifiable as such. 


H. E. Hoacianp 
Ohio State University 


Case Problems in Finance. By Pearson Hunt et al. 3d ed. Homewood, III: 
Irwin, 1959. Pp. ix+694. $7.50. 


Case Problems in Finance represents a method of teaching finance via the 
managerial approach as well as through the case method. The book stresses de- 
cision-making by the chief executive and the chief financial officer. The cases 
present business situations that require a managerial course of action. As the 
authors say: “The heart of the case method of instruction is the use of problems 
to train the student to discover and then fix in his mind ways of thinking... 
appropriate use of theory and the acquisition of factual material and procedural 
skills are also important goals, but the main objective is an ability to handle 
different types of managerial problems intelligently.” This educational objective 
is widely accepted and has been further fortified by two recent reports, the Car- 
negie Corporation Report and the Ford Foundation Report. 

The book contains four parts, each representing a significant unit in finance. 
Part I, devoted to financing current operations, includes cases on determining 
working-capital needs, on estimating fund requirements, and on analyzing major 
types of loan agreements. Part II, devoted to long-term financing, contains cases 
on reviewing major financial policies confronting management, on evaluating the 
merits of debt and equity capital, on measuring the cost of capital, on budgeting 
for capital expenditures, on determining dividend policies, and on marketing a 
new issue. Part III, concerned with special financial problems, contains cases on 
valuing a business, on planning a merger, on executing a refunding operation, and 
on purchasing securities in the open market. Part IV, concerned with integrating 
the materials of finance, has cases of a comprehensive nature, including ones on 
establishing financial policies of a growing enterprise and on planning a finan- 
cial program for a firm. The cases in all four parts are well balanced in the sense 
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that they cover businesses of varying sizes, they involve decisions at different 
stages of the business cycle, they cover different industries, and they include 
firms of different ages. 

Although the book classifies most of the cases in a traditional manner, i.e., 
into short-term financing and long-term financing, the material is up to date, in 
that there is considerable emphasis on financial planning and capital budgeting. 
Thus one case includes these features: calculating the return on investment for 
specific projects; measuring the appropriate minimum return on investment; al- 
locating funds among divisions; and allocating funds among projects. This ap- 
proach is in accord with the changing pattern of teaching business finance—to 
move in the direction of the management of assets as well as to stress the tradi- 
tional function of fund raising. 

Case Problems in Finance will continue to serve the needs of teachers in 
finance who place heavy reliance on the case approach. The book will stimulate 
teachers as well as students. Many teachers will agree that this book, now in its 
third edition, is the best available casebook in finance. 


JosePH F. BRADLEY 
Pennsylvania State University 


Fringe Benefits and Their Federal Tax Treatment. By HuGH HOLLEMAN MaAcav- 
LAY, Jk. New York: Columbia University Press, 1959. Pp. x+246. $6.50. 


Fringe benefits are defined as “those payments, over and above cash wages, 
for something which furnishes utility to the employee, paid by the employer to 
or on behalf of the employee.” Macaulay not only describes the present tax reg- 
ulations but offers suggestions for tax improvements as well. His discussion is 
as thorough and compact as the size of the volume permits, and this alone re- 
duces to insignificance some of the questions of detail which may be raised. It is 
worth mentioning, however, that business-financial considerations are complete- 
ly absent. 

The book is appropriately divided into two parts. Part I covers the historical 
growth of fringe benefits and the factors which brought it about. The author 
holds, as do some other writers referred to, that the tax status and treatment 
of fringe benefits are among the principal reasons for their quantitative magni- 
tude (6.2 per cent of wages and salaries in 1956). 

In Part II the author analyzes the most important benefits: pension and profit- 
sharing plans, life insurance, social security and some death benefits, unem- 
ployment and health insurance, and a few benefits in kind. Most of them are 
evaluated from the point of view of their effect on the allocation of resources, 
mobility of labor, and cyclical stability. 

Fringe benefits have become a problem in public finance mainly because they 
represent a form of income tax base erosion, causing an amount of tax loss sec- 
ond only to the standard deduction. This is explained in part by the fact that 
almost 50 per cent of the items listed as specifically excluded from gross taxable 
income in Sections 101 through 121 of the 1954 Internal Revenue Code, apply 
to fringe benefits. 

The tax treatment of fringe benefits suffers also from inconsistencies found 
between the laws of Congress, Treasury regulations, and decisions of the courts. 
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One authority may consider as income what another does not. In addition, there 
exist inconsistencies in attitudes and rulings of individual agencies. 

Tax favors take generally three forms: when the tax is deferred (e.g., in the 
case of pension funds); when it is not levied (e.g., on payments in kind or on 
payments into certain funds, like OASI); and when it is levied at the capital 
gains rate. The author indicates one noteworthy consequence of preferential tax 
treatment, namely, that a tax-free fringe benefit of a certain size is equivalent, in 
after-tax income, to a much larger amount of taxable income. 

The discriminatory implications of the tax treatment accorded fringe benefits 
may be illustrated by contrasting those pension plans which are financed from 
posttax income (of self-employed and other persons) with those received as 
fringe benefits and thus financed by tax-postponed money. Macaulay points out 
that, apart from these differences, additional ones arise among those in the tax- 
preferred group and are accounted for by the recipients’ tax bracket. “Tax post- 
ponement enables the employee in the 20 percent marginal tax bracket to put 
away 25 percent more than he could have done had he been paid an amount in 
taxable cash equal to the pension plan premiums; the employee in the 60 percent 
tax bracket can put away 150 percent more, and the employee in the 80 percent 
bracket can contribute 400 percent more” (p. 100). Similarly, the existing tax 
treatment of the old age and survivors insurance narrows the tax base and thus 
leads to higher tax rates. “It violates the sense of tax equity in that some 
recipients of this fringe benefit receive some tax-free income, while others may 
find their retirement income entirely taxable” (p. 134). 

The author’s concluding recommendation is relatively simple: he advocates ad- 
herence to a well-defined taxable income and maintains that wages, as a form of 
taxable income, be separated from conditions of work (frequently merging into 
fringe benefits), which generally do not contribute to an employee’s income. This 
separation, by eliminating inconsistencies, should permit formulation of general 
rules for a more desirable tax treatment of fringe benefits, the importance of 
which is bound to rise. 


Kare HO.six 
Boston University 


American Public Finance. By Wi1tt1AM J. SHuttTz and C. Lowett Harriss. 7th 
ed. Englewood Cliffs, N.J.: Prentice-Hall, 1959. Pp. xx+631. $10.00. 


This is the seventh edition of a book that has been widely used in under- 
graduate courses in public finance for about thirty years. In general scope, con- 
tent, organization, emphasis, and length it differs little from the preceding edi- 
tion, which was published in 1954. The principal changes have been to bring its 
statistics and other information up to date and to improve its exposition at some 
points. 

The general scope and organization of the book are accurately suggested by the 
titles of its six major parts: “Government Expenditure”; “Principles of Taxa- 
tion”; “Federal, State, and Local Revenues”; ‘“Intergovernmental Fiscal Rela- 
tions”; “Government Borrowing and Indebtedness’; and “Fiscal Policy.” 

This book’s greatest strength, like that of the preceding edition, is in its treat- 
ment of the institutional and descriptive aspects of public finance. This reviewer 
knows of no other book written for the undergraduate course which presents so 
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well so much material concerning relevant constitutional and legal provisions, 
United States fiscal history, and descriptions of the various expenditures, revenue 
sources, and debt-management practices of all levels of government. 

To get these advantages and still keep the book within manageable size, the 
authors have dealt less fully than many other texts with the economic theory of 
public finance. The theory is competently presented, but it is so brief that many 
students who are not already well grounded in general economic theory may have 
trouble in understanding it thoroughly and using it as an analytical tool. For 
example, students who have not already mastered price theory are unlikely to be 
able to analyze the shifting and incidence of the various types of taxes. And 
those unversed in monetary, banking, and national income theory will have dif- 
ficulty in understanding many of the issues in debt management and fiscal 
policies. 

This book should continue to be widely used in undergraduate courses where 
the primary emphasis is on the institutional aspects of public finance, as a com- 
panion volume to books that stress the theory of public finance, and where the 
teacher can safely assume that the students are already well trained in micro- 
and macro-economic theory. 

LESTER V. CHANDLER 
Princeton University 








BOOKS RECEIVED 


ABBOTT, LAWRENCE. Economics and the Modern World. New York: Harcourt, 
Brace, 1960. Pp. xiv+880. $6.95. 


Facts, analysis, and policy issues are woven together in each chapter of this 
new textbook for the full-year elementary economics course. 


ANDREWS, FRANK M. A Study of Company-sponsored Foundations. New York: 
Russell Sage Foundation, 1960. Pp. 86. $1.50 (paper). 


Philanthropic contributions by American corporations have increased tremen- 
dously in recent years, rising from $30 million in 1936 to $418 million in 1956. 
The author compares the contribution programs of companies with foundations 
to those of companies without foundations. 


Bacu, GeorGce LELAND. Economics: An Introduction to Analysis and Policy. 3d 
ed. Edgewood Cliffs, N.J.: Prentice-Hall, 1960. Pp. xiv+850. $6.95. 


Considerable revision is apparent throughout the new edition of this standard 
text for the introductory course in economics. 


BaNnpy, WILLIAM R. Legal Aspects of Credits and Collections. St. Louis, Mo.: 
National Retail Credit Association, 1960. Pp. 62. $2.50. 


A general and condensed, but nevertheless reliable, statement of the framework 
of law in which credit transactions occur is presented in this brief manual. 


BENNION, Epwarp G. Elementary Mathematics of Linear Programming and 
Game Theory. East Lansing, Mich.: Michigan State University, 1960. Pp. 
xvi+ 140. $5.00. 


To meet the needs of the mathematically unsophisticated reader, the author 
has limited the scope of his discussion to fundamental concepts in explaining the 
rationale underlying linear programing and game theory. 


BLoucu, Rocer M. Free Man and the Corporation. New York: McGraw-Hill, 
1959. Pp. xiii+126. $4.50. 


The management techninques and philosophy at U.S. Steel are made clear in 
these McKinsey Foundation Lectures by the head of the nation’s largest steel 
company. 


Bowen, Wiii1aM G. The Wage-Price Issue: A Theoretical Analysis. Princeton: 
Princeton University Press, 1960. Pp. xv+447. $8.50. 


This is an interesting theoretical analysis of the problem, in which the author 
avoids placing the blame for inflation on any group or interest and advances no 
public policy proposals. 


Brookings Lectures, 1958-1959: Economics and the Policy Maker. Washington 
D.C.: Brookings Institution, 1959. Pp. xiii+209. $2.95. 


Among the eight lectures in this volume, Shere’s “Taxation Policy,” Roosa’s ' 


“Monetary and Credit Policy,” and Jacoby’s “The Problem of Creeping Infla- 
tion” will be of special interest to students of finance. 
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Bye, RAYMOND T., and Hewett, WiLit1AmM W. Applied Economics. 5th ed. New 
York: Appleton-Century-Crofts, 1960. Pp. xi+595. 


In this new edition, most of the work has been rewritten, rearranged, and 
brought up to date. The number of chapters has been reduced from 30 to 25. 


Carson, WILLIAM K., and WEINER, HERBERT. Ordinary and Necessary Expenses. 
New York: Ronald, 1959. Pp. v+250. $10.00. 


Some twenty main categories of expenses, ranging from advertising outlays to 
stockholders’ payments on behalf of the corporation, are examined here in terms 
of the major tests of tax deductibility. 


Cuapin, ALBERT F., and Hassett, Georce E., Jr. Credit and Collection Prin- 
ciples and Practice. 7th ed. New York: McGraw-Hill, 1960. Pp. xiii+589. 
$7.50. 


In this new edition, the organization of the book has been changed to achieve 
a more logical presentation of the various topics, and more than two-thirds of 
the text has been revised. 


CHEYNEY, WILLIAM J. Using Our Credit Intelligently. Rev. ed. Washington, 
D.C.: National Foundation for Consumer Credit, 1959. Pp. 54. $2.00 (paper). 


This illustrated booklet, designed to meet the needs of high-school students, 
has been revised to incorporate the suggestions of educators. 


CIssELL, RoBERT, and CissELL, HELEN. Practical Problems in Mathematics of 
Finance. Boston: Houghton Mifflin, 1960. Pp. vi+86. $1.80 (paper). 


The 43 assignments in this workbook have been selected to represent actual 
situations which students can expect to meet in everyday life. 


CoMMERCE CLEARING House. What To Do about Expense Accounts in 1960. 
Chicago: Commerce Clearing House, 1960. Pp. 32. $0.50 (paper). 


This booklet explains and illustrates the reporting and record-keeping require- 
ments for both employers and employees under the new income tax rules. 


Crane, Burton. The Practical Economist. New York: Simon & Schuster, 1960. 
Pp. xi+242. $3.95. 


In this second edition of his Getting and Spending (1956), a well-known finan- 
cial writer strives to bring the layman abreast of the main economic controver- 
sies of the present. 


Deprev, GERARD. Theory of Value: An Axiomatic Analysis of Economic Equilib- 
rium. New York: Wiley, 1959. Pp. xii+114. $4.75. 


With the standards of rigor of the contemporary formalist school of mathe- 
matics, the author seeks to explain the formation of commodity prices in a 
market economy and the role of prices in an optimal state of the economy. 


DENIAU, JEAN Francois. The Common Market. New York: Praeger, 1960. Pp. 
iv+139. $4.50. 


The author presents a detailed exposition of the Common Market Treaty and 
a historical survey of previous experiments. 
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DUN AND BRADSTREET. How To Build Profits by Controlling Costs. New York: 
Dun & Bradstreet, 1959. Pp. 48. $1.00 (paper). 


A case history of a merchant’s procedure in controlling costs is given in this 
booklet, which contains ratio data and useful charts for measuring operations. 


Epwarps, Corwin D. The Price Discrimination Law: A Review of Experience. 
Washington, D.C.: Brookings Institution, 1959. Pp. xxii+698. $10.00. 


This exhaustive analysis of the working of the Robinson-Patman Act concludes 
with an appraisal of American price discrimination policy, including tentative sug- 
gestions for a modification of the statute and of the policy that underlies it. 


Garvy, Georce. Deposit Velocity and Its Significance. New York: Federal Re- 
serve Bank of New York, 1959. Pp. 88. $0.60 (paper). 


The changes that have occurred in deposit velocity since the 1920’s are 
examined and their implications considered in this monograph. 


GoopMAN, GILBERT. The Poverty of Nations. Ann Arbor, Mich.: Ann Arbor 
Press, 1960. Pp. xxiii+122. $3.50. 


The author is concerned primarily with differences in money incomes and in 
the amounts of satisfaction that people can appropriate for themselves out of 
goods and services. 


GoopricH, CARTER. Government Promotion of American Canals and Railroads, 
1800-1890. New York: Columbia University Press, 1960. Pp. x+382. $7.50 


In view of the current interest in economic development, this history of the 
activities undertaken by federal, state, and local authorities to promote construc- 
tion of canals and railroads in the undeveloped United States of the nineteenth 
century is most timely. 


GreBLER, Leo. Housing Issues in Economic Stabilization Policy. New York: Na- 
tional Bureau of Economic Research, 1960. Pp. xi+129. $1.50 (paper). 
The author appraises the 1953-57 record of governmental housing credit poli- 

cies in relation to general economic stabilization policies. 


Grew, FREDERICK J. Wealth and the Common Man. New York: Philosophical 
Library, 1959. Pp. 184. $3.75. 


Although it does not offer specific solutions, this book raises questions con- 
cerning the problems of automation in our civilization. 


Haitstones, THomas J. Basic Economics. Cincinnati: South-Western, 1960. Pr 
xi+ 513. $6.00. 


A compact presentation for college students who take only a one-semester 
course in economics, this text is concerned primarily with macro-economics. 
HeattH INnsurRANCE Institute. Health Insurance Data, 1959. New York: 

Health Insurance Institute, 1960. Pp. 80. $0.25 (paper). 


This is the first edition of a yearbook of statistical and other factual material 
charting the growth of voluntary health insurance in the United States. 
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Henrict, STANLEY B. Standard Costs for Manufacturing. 3d ed. New York: 
McGraw-Hill, 1960. Pp. xi+402. $8.50. 


The entire book has been revised in this new edition to present more clearly 
information on how to understand, instal, and use a standard cost system. 


Hewins, Ratpu. The Richest American, J. Paul Getty. New York: Dutton, 
1960. Pp. 404. $5.00. 


The story of the tremendous Getty empire and how it was built is presented 
for the first time in this biography. 


HusBAND, WILLIAM H., and ANDERSON, FRANK Ray. Real Estate. 3d ed. Home- 
wood, Ill.: Irwin, 1960. Pp. xi+577. $7.25. 


Adequate coverage of the field of real estate finance, in addition to other 
important topics, is presented in this new edition. 


Jounson, ARNOLD W. Advanced Accounting. Rev. ed. New York: Rinehart, 
1960. Pp. xi+553. $8.00. 


In this new edition, emphasis is placed on the effect of varying accounting 
valuations on the statement of income and the balance sheet, as well as upon 
income—its amount, its interpretation, and its role in intelligent decision-making. 


Juster, F. THomas. Consumer Expectations, Plans, and Purchases: A Progress 
Report. New York: National Bureau of Economic Research, 1959. Pp. xviii+ 
174. $2.50 (paper). 


This report, covering the first phase of a consumer study, is confined to an 
examination of the relationships of household intentions and purchases to a large 
number of financial, demographic, and expectational variables. 


KARLIN, SAMUEL. Mathematical Methods and Theory in Games, Programming, 
and Economics. 2 vols. Reading, Mass.: Addison-Wesley, 1959. Vol. I, pp. 
x+433, $12.50; Vol. II, pp. xi+386. $12.50. 


These volumes attempt a preliminary synthesis of the concepts of game theory 
and programing theory, together with the concepts and techniques of mathemati- 
cal economics, into a single systematic theory. 


Katona, Georce. The Powerful Consumer: Psychological Studies of the Amer- 
ican Economy. New York: McGraw-Hill, 1960. Pp. ix+276. $6.50. 
Based on work done at the Survey Research Center of the University of Michi- 
gan, this valuable study is concerned with three areas: attitude change, psycho- 
logical findings, and economic fluctuations. 


KEEZER, DEXTER M., et al. New Forces in American Business. New York: Mc- 
Graw-Hill, 1959. Pp. xiii+-278. $4.75. 
The optimism of this analysis of the economic outlook for the 1960's appears 
to be well documented throughout. 


LaMpMAN, Ropert J. Changes in the Share of Wealth Held by Top Wealth- 
Holders, 1922-1956. New York: National Bureau of Economic Research, 
1960. Pp. 32. $0.75 (paper). 


The author concludes that inequality in wealthholding was considerably lower 
in 1956 than in the 1920’s and that inequality of wealth distribution is consider- 
ably greater in Great Britain than in the United States. 
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LEARNED, EpMuND P., with the co-operation of ELLWorTH, CATHERINE (C. 
Gasoline Pricing in Ohio. Boston: Harvard Business School, 1959. Pp. xx+ 
258. $9.00. 


This valuable factual study should be required reading for all students of 
price leadership and competition. 


LINDAHL, MArTIN L., and CarTeR, WriLL1aAM A. Corporate Concentration and 
Public Policy. 3d ed. Englewood Cliffs, N.J.: Prentice-Hall, 1959. Pp. vi+698. 
$8.00. 


The treatments of the Sherman Act, the Antimerger Act of 1950, and the 
Robinson-Patman Act have been expanded, the industry case studies have been 
revised, and the analysis of pricing has been elaborated in this new edition. 


MartTIN, JAMES W., and CuHeExk, Dotores S. Expenditure for State Institutions 
of Higher Education. Lexington, Ky.: University of Kentucky, 1960. Pp. vi+ 
50 (paper). 

In comparing Kentucky’s support of state institutions of higher education with 
the support given in other states, the authors find that Kentucky generally ranked 
below both the mean and the median of all states and far below these averages 
for the more directly comparable states. 


MakrtTIN, JAMES W., and Quinpry, KENNETH E. Southern States New Revenue 
Potentials. Atlanta, Ga.: Southern Regional Education Board, 1960. Pp. 30 
(paper). 

The authors find that most of the states studied direct their efforts toward one 
or a few methods of taxation and that, by exerting more effort along neglected 
lines, increased revenues would be possible. 


MIKESELL, RAYMOND. America’s Stake in Foreign Investments. Eugene, Ore.: 
University of Oregon, 1959. Pp. 34. $1.00 (paper). 


United States government policy, the distribution of our investments abroad, 
and the relationships of such investments to our national interest and foreign- 
policy objectives are treated in this lecture. 


MrnratH, WiLtt1AM R. Handbook of Business Mathematics. Princeton, N_J.: 
Van Nostrand, 1959. Pp. xii+658. $9.85. 
The 23 chapters of this new handbook cover subjects ranging from fractions to 
the theory of games and include sample fully worked problems for each type of 
calculation. 


Morrissey, Leonarp E. The Many Sides of Depreciation. Hanover, N.H.: 
Dartmouth College, Amos Tuck School of Business Administration, 1960. 
Pp. 24 (paper). 

The various methods of allocating the cost of depreciable assets over their use- 
ful lives are examined with special reference to the 1954 Revenue Code in this 
paper. 


NATIONAL ASSOCIATION OF CREDIT MANAGEMENT. Credit Manual of Commercul 
Laws, 1960. New York: National Association of Credit Management, 1959 
Pp. xlii+726. $12.00 
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This is the only annual publication that condenses in one volume and in lay- 
man’s language the laws on credits for daily reference. Among the new features 
in the 1960 Manual are a summarization of state instalment sales laws through 
1959 and a section on definitions of automation terms used in credit accounting. 


NeELsoN, RALPH L. Merger Movements in American Industry, 1895-1956. 
Princeton: Princeton University Press, 1959. Pp. xxi+177. $5.00. 


The condition of the capital market, as reflected in stock-price changes, has 
been a more important immediate influence in merger activity than underlying 
industrial conditions. This study covers all three major merger movements and 
all but one (1888-92) of the minor periods of merger activity. 


NortH, NEtson L., and R1nc, Atrrep A. Real Estate Principles and Practices. 
5th Ed. Englewood Cliffs, N.J.: Prentice-Hall, 1960. Pp. xvi+504. $6.95. 


All chapters have been substantially rewritten, many greatly expanded, and a 
number of new ones added in the new edition of this standard text and reference 
book. 


Peacock, ALAN T., et al. (eds.). International Economic Papers, No. 9. New 
York: Macmillan, 1959. Pp. 248. 


Among the papers included in this volume, those on “Progressive Taxation of 
Land Incomes” by Guicciardini, “Basic Principles of the Money Economy” by 
Karl Schlesinger, and “Quantitative Analysis in the Determination of the Efii- 
ciency of Investment in Underdeveloped Areas” by Lombardini may be of most 
interest to the student of finance. 


PresTON, CHARLES (ed.). Main Street and Beyond: The World of the Wall 
Street Journal. New York: Simon & Schuster, 1959. Pp. xxv+485. $6.50. 


This collection of news stories, feature articles, editorial comments, and car- 
toons from 70 years of The Wall Street Journal will be of interest to all students 
of finance. 


REUBER, GRANT L. The Growth and Changing Composition of Trade between 
Canada and the United States. Washington, D.C.: National Planning Associa- 
tion, 1960. Pp. xii+87. $2.00 (paper). 


By 1980, the author believes, almost 70 per cent of Canadian exports may be 
sold in the United States, as compared with about 60 per cent at present, and 
over three-fourths of Canadian imports may be purchased in the United States, 
as compared with about 70 per cent at present. 


Rostow, W. W. The Stages of Economic Growth. New York: Cambridge Uni- 
versity Press, 1960. Pp. x+178. $1.45 (paper); $3.75 (cloth). 
Subtitled “A Non-Communist Manifesto,” this work avoids Marx’s basic 
errors by a stages-of-growth analysis which helps to explain historical changes 
and to predict major economic and political trends. 


Row.anps, Davin T. Urban Real Estate Research. Washington, D.C.: Urban 
Land Institute, 1959. Pp. 95. $4.00 (paper). 


This monograph summarizes the postwar research that has been done on urban 
real estate and contains an annotated bibliography of publications in the field 
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SARGENT, HucH W. Consumer-Product Rating Publications and Buying Be- 
havior. Urbana: University of Illinois, 1959. Pp. 80. $1.50 (paper). 


The findings of this questionnaire survey throw light on the influence on con- 
sumer buying exercised by the consumer-financed product-rating services. 


Sotporsky, R. M. Lectures in Financial Management. 2d ed. Iowa City: State 
University of Iowa, 1960. Pp. 175. $3.75 (paper). 


In this new edition, several chapters have been revised and a lecture on capital 
budgeting and three appendixes have been added. 


SPIEGEL, HENRY WriiitaM (ed.). The Rise of American Economic Thought. 
Philadelphia: Chilton, 1960. Pp. ix+202. $5.00. 


Selections from the writings of a score of Americans from the time of the 
Puritans to the founding of the American Economic Association are presented 
with brief introductions by the editor in this useful volume. 


Tun, Tun. Theory of Markets. Cambridge: Harvard University Press, 1960. 
Pp. viii+120. $5.00. 
The theory of rational pricing in oligopoly presented here indicates that “ad- 
ministered” pricing does not inevitably occur when a market is dominated by a 
few producers. 


Utmer, MELVILLE J. Capital in Transportation, Communications, and Public 
Utilities. Princeton: Princeton University Press, 1960. Pp. xxxviii+548. 
$12.00. 


Basic data for the eighty-year period from 1870 to 1950 are presented in this 
work, which is concerned with output, capital formation, capital-output ratios, 
and sources of financing of the publicly regulated industries. These industries ac- 
count for one-third of our national nonagricultural gross capital expenditures on 
plant and equipment. 


UNITED NATIONS DEPARTMENT OF ECONOMIC AND SocraAt AFFAIRS. Economic 
Survey of Africa since 1950. New York: United Nations, 1959; distributed by 
Columbia University Press. Pp. xi+248. $3.00 (paper). 


The structures of African countries and their patterns of economic develop- 
ment are examined, with particular attention to the export and public sectors in 
this report. 


VaccaRA, BEATRICE N. Employment and Output in Protected Manufacturing In- 
dustries. Washington, D.C.: Brookings Institution, 1960. Pp. x+107. $2.00 
(paper); $3.00 (cloth). 


The author concludes that reduction of import barriers will not necessarily 
result in reductions of employment even in the immediate industry concerned 


Watson, DoNnALD STEVENSON. Economic Policy: Business and Government. 
Boston: Houghton Mifflin, 1960. Pp. xv+829. $7.50. 


Designed for undergraduate courses in the field of business and government 


this new text endeavors to cover not only government regulation of business but 
all other areas of economic policy. 
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WeBBER, EvERETT. Escape to Utopia: The Communal Movement in America. 
New York: Hastings House, 1959. Pp. xv+444. $5.50. 


The author contributes to a better understanding of the reasons for the fail- 
ures of the experimental communes which were tried out in America in the eight- 
eenth and nineteenth centuries. 


Weimer, ARTHUR M., and Hoyt, Homer. Principles of Real Estate. 4th ed. New 
York: Ronald, 1960. Pp. vi+-716. $7.50. 


Increased emphasis on decision-making and programs for translating decisions 
into action is apparent in the new edition of this standard text. 


WELFLING, WELDON. Financing Business Enterprise. New York: American Insti- 
tute of Banking, 1960. Pp. xi+402. 


This is another in the series of excellent textbooks which the American Insti- 
tute of Banking has published for the use of students in its educational program. 
It will give these banker students a clear concept of the financial structure of 
American business. 


WHITMAN, MARINA VON NEUMAN. The United States Investment Guaranty Pro- 
gram and Private Foreign Investment. Princeton: Princeton University Press, 
1959. Pp. 91. $0.25 (paper). 


This ninth number in the “Princeton Studies in International Finance” series 
discusses the difficulties encountered by Americans in private foreign investment, 
treats the development and effects of the Guaranty Program, and considers the 
continuing problems and possible solutions. 


WHITTAKER, EpMuUND. Schools and Streams of Economic Thought. Chicago: 

Rand, McNally, 1960. Pp. xvi+416. $6.50. 

In this chronological survey of economic philosophies from Plato to modern 
times, the emphasis is on present developments as the natural outgrowth of the 
past. 

CLypE WILLIAM PHELPS 
University of Southern California 





ADDITIONS TO THE 1959 MEMBERSHIP DIRECTORY 


In July, 1959, the American Finance Association published its 
1959 Membership Directory. The following members joined the As- 
sociation between May 1, 1960, and August 1, 1960. Addresses and 
occupations of new members may be secured from Professor George 
E. Hassett, Jr., Secretary-Treasurer, American Finance Association, 
New York University, New York. 


Allen, Wayne O. 
Austin, Douglas V. 
Barco, Victor Renan 
Benoit, Emile 
Ben-Rubin, Jack 
Carberry, F. X. 
Casem, Jr., Antonio 
Cheng, Pao Lun 
Clark, Hamilton L. 
Coleman, John B. 
Flynn, Edwin H. 
Fowler, Winston H. 
Galbraith, J. A. 
Gilbert, Charles 
Goldberg, Milton S. 
Goode, R. B. 
Gradin, Theodore I. 
Graham, T. Bruce 
Hirsch, Claus W. 
*Hsu, Sui-Lin 
Hunt, W. S. 
Johnson, Keith B. 
Knauerhase, Ramon 


*Subscribing membership. 


Kurtz, Harold 
Langford, H. E. 
LaValle, Irving H. 
Lewis, Jr., Leroy L. 
MacMeekin III, James W. 
Marean, G. 

Margolis, Philip 
McDaniel, James N. 
Murry, Warren L. 
Myers, Theodore A. 
Norton, Margaret T. 
Peterson, Melville 
Polner, Walter 
Ramirez, John A. 
Robichek, Alexander A. 
Rollins, Jr., F. W. 
Tassin, M. M. 
Thiesen, Clarence 
Trump, Robert C. 
Weiner, Lawrence S. 
Wiernik, David 
Wood, Edgar W. 
Works, John W. 








